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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of 
Certified Public Accountants and is used by the examining boards of all fifty states of the United States, 
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of 
CPA certificates. This booklet contains the questions and unofficial answers of the May 1989 Uniform 
Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason 
for their publication is to aid candidates in preparing for the examination. Candidates are also 
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other 
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the Examinations Division and reviewed by the 
Board of Examiners but are not purported to be official positions of the American Institute of Certified 
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned 
by the Board of Examiners for grading purposes.
Rick Elam, Vice President — Education 
American Institute of Certified Public Accountants
May 1989
CONTRIBUTORS TO THIS UNIFORM CPA EXAMINATION
The Board of Examiners expresses its gratitude to the following contributors of questions appearing in 
the May 1989 examination.
*ALAN m . a n n is  
*Dennis R. eilert
ALBERT K. FRANCISCO, Friday Harbor, WA. 
*KEVIN MORGISON
*Question submitted while a student of Professor Walter F. James, Washburn University of Topeka.
FUTURE CPA EXAMINATION DATES
1989 — November 1, 2, 3
1990 -  May 2, 3, 4
November 7, 8, 9
1991 -  May 8, 9, 10
November 6, 7, 8
1992 -  May 6, 7, 8
November 4, 5, 6
1993 -  May 5, 6, 7
November 3, 4, 5
1994 -  May 4, 5, 6
November 2, 3, 4
1995 -  May 3, 4, 5
November 1, 2, 3
1996 -  May 8, 9, 10
November 6, 7, 8
1997 -  May 7, 8, 9
November 5, 6, 7
1998 -  May 6, 7, 8
November 4, 5, 6
1999 -  May 5, 6, 7
November 3, 4, 5
2000 -  May 3, 4, 5
November 1, 2, 3
Candidates can facilitate their study of past CPA examination questions by using the index on pages 80 
through 86 in conjunction with the five-year index contained in Selected Questions & Unofficial Answers 
Indexed to Content Specification Outlines.
May 1989
CONTENTS
Examination in Accounting Practice — Part I
Question 1 
Question 2 
Question 3 
Question 4 
Question 5
2 Answer 1 .................................................................  57
5 Answer 2 .................................................................  57
9 Answer 3 .................................................................  57
12 Answer 4 ................................................................. 58
14 Answer 5 .................................................................  60
Examination in Accounting Practice — Part II
Question 1 .............................................................  16
Question 2 .............................................................  19
Question 3 .............................................................  21
Question 4 .............................................................  24
Question 5 .......................................   25
Answer 1 ...............................................................  62
Answer 2 ...............................................................  62
Answer 3 ...............................................................  62
Answer 4 ...............................................................  63
Answer 5 ...............................................................  64
Examination in Auditing
Question 1 
Question 2 
Question 3 
Question 4 
Question 5
Question 1 
Question 2 
Question 3 
Question 4 
Question 5
27 Answer 1 .
35 Answer 2 .
36 Answer 3 .
36 Answer 4 .
36 Answer 5 .
Examination in Business Law 
(Commercial Law)
38 Answer 1 .
46 Answer 2 .
46 Answer 3 .
47 Answer 4 .
47 Answer 5 .
66
67
67
68 
68
69
70
70
71 
71
Examination in Accounting Theory 
(Theory of Accounts)
Question 1 .............................................................  49
Question 2 .............................................................  56
Question 3 .............................................................  56
Question 4 .............................................................  56
Question 5 .............................................................  56
Answer 1 ...............................................................  72
Answer 2 ...............................................................  73
Answer 3 ...............................................................  73
Answer 4 ...............................................................  74
Answer 5 ...............................................................  74
Suggested References ....................................................... 75
Index ......................................................................................  80
EXAMINATION IN ACCOUNTING PRACTICE -  PART I
May 3, 1989; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required: Value Minimum Maximum
No. 1 ............................................................. .................................. 10 45 55
No. 2 ............................................................. .................................. 10 45 55
No. 3 ............................................................. .................................. 10 45 55
No. 4 ............................................................. .................................. 10 45 55
No. 5 ............................................................. .................................. 10 40 50
T o ta l....................................................... .................................. 50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your 
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be identi­
fied as sources of amounts in formal schedules, 
entries, worksheets, or other answers, to show how 
your final answer was derived. Computation sheets 
should identify the question to which they relate, 
be placed immediately following the answer to that 
question, and be numbered in sequence with the other 
pages. Failure to enclose supporting calculations may 
result in loss of grading points because it may be 
impossible to determine how your amounts were 
computed.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Instructions
Questions Number 1, 2, and 3 each consist of 20 
multiple choice items. Select the best answer for each of 
the items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer sheet 
to indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed by 
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet 
97.  
Number 1 (Estimated tim e -----45 to 55 minutes)
Select the best answer for each of the following items 
relating to a  variety of financial accounting problems.
Items to be Answered
1. Rogo Corp.’s trial balance reflected the following 
account balances at December 31, 1988:
Accounts receivable (net) $16,000
Short-term investments 5,000
Accumulated depreciation on equipment 
and furniture 15,000
Cash 11,000
Inventory of merchandise 30,000
Equipment and furniture 25,000
Patent 4,000
Prepaid expenses 1,000
Land held for future business site 18,000
In Rogo Corp.’s December 3 1 , 1988 balance sheet, the cur­
rent assets total is
a. $81,000
b. $73,000
c. $67,000
d. $63,000
Items 2 through 4 are based on the following:
The following trial balance of Shaw Corp. at December 31, 
1988 has been adjusted except for income tax expense.
Shaw Corp. 
TRIAL BALANCE
December 31, 1988
Dr. Cr.
Cash $ 675,000
Accounts receivable (net) 2,695,000
Inventory 2,185,000
Property, plant and equip­
ment (net) 7,366,000
Accounts payable and
accrued liabilities $ 1,801,000
Income tax payable 654,000
Deferred income tax
liability 85,000
Common stock 2,300,000
Additional paid-in capital 3,680,000
Retained earnings, 1/1/88 3,350,000
Net sales and other
revenues 13,360,000
Costs and expenses 11,180,000
Income tax expense 1,129,000
$25,230,000 $25,230,000
Other financial data for the year ended December 3 1 , 1988:
Included in accounts receivable is $1,000,000 due from a 
customer and payable in quarterly installments of $125,000. 
The last payment is due December 30, 1990.
The balance in the deferred income tax liability account per­
tains to a temporary difference that arose in a prior year, 
of which $15,000 is expected to be paid in 1989. Shaw 
elected to apply the provisions of FASB Statement No. 96, 
Accounting fo r Income Taxes, in its financial statements for 
the year ended December 31, 1988.
During the year, estimated tax payments of $475,000 were 
charged to income tax expense. The current and future tax 
rate on all types of income is 30%.
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In Shaw’s December 31, 1988 balance sheet,
2. The current assets total is
a. $6,030,000
b. $5,555,000
c. $5,530,000
d. $5,055,000
3. The current liabilities total is
a. $1,995,000
b. $2,065,000
c. $2,470,000
d. $2,540,000
4. The final retained earnings balance is
a. $4,401,000
b. $4,486,000
c. $4,876,000
d. $5,055,000
Items 5 through 7 are based on the following:
Dice Corp.’s balance sheet accounts as of December 31, 
1988 and 1987 and information relating to 1988 activities 
are presented below.
December 31,
1988 1987
Assets
Cash $ 230,000 $ 100,000
Short-term investments 300,000 —
Accounts receivable (net) 510,000 510,000
Inventory 680,000 600,000
Long-term investments 200,000 300,000
Plant assets 1,700,000 1,000,000
Accumulated depreciation (450,000) (450,000)
Goodwill 90,000 100,000
Total assets $3,260,000 $2,160,000
Liabilities and Stockholders’ Equity
Accounts payable and
accrued liabilities $ 825,000 $ 720,000
Short-term debt 325,000 —
Common stock, $10 par 800,000 700,000
Additional paid-in capital 370,000 250,000
Retained earnings 940,000 490,000
Total liabilities and
stockholders’ equity $3,260,000 $2,160,000
Information relating to 1988 activities
• Net income for 1988 was $690,000.
• Cash dividends of $240,000 were declared and paid 
in 1988.
• Equipment costing $400,000 and having a carrying 
amount of $150,000 was sold in 1988 for $150,000.
• A long-term investment was sold in 1988 for $135,000. 
There were no other transactions affecting long-term 
investments in 1988.
• 10,000 shares of common stock were issued in 1988 
for $22 a share.
• Short-term investments consist of treasury bills matur­
ing on 6/30/89.
5. Net cash provided by Dice’s 1988 operating activities 
was
a. $690,000
b. $915,000
c. $940,000
d. $950,000
6. Net cash used in Dice’s 1988 investing activities was
a. $1,115,000
b. $ 895,000
c. $ 865,000
d. $ 815,000
7. Net cash provided by Dice’s 1988 financing activities 
was
a. $305,000
b. $440,000
c. $455,000
d. $545,000
8. Taft Corp., which began business on January 1 , 1987, 
appropriately uses the installment sales method of account­
ing. The following data are available for December 3 1 , 1987 
and 1988:
1987 1988
Balance of deferred 
gross profit on 
sales account:
1987 $300,000 $120,000
1988 -  440,000
Gross profit on sales 30% 40%
The installm ent accounts receivable balance at
December 31, 1988 is
a. $1,000,000
b. $1,100,000
c. $1,400,000
d. $1,500,000
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Item s 9 and 10 are based on the following:
Brock C o rp .’s transactions for the year ended 
December 31, 1988 included the following:
• Acquired 50% of Hoag Corp.’s common stock for 
$225,000 cash which was borrowed from a bank.
• Issued 5,000 shares of its preferred stock for land 
having a fair value of $400,000.
• Issued 500 of its 11% debenture bonds, due 1996, for 
$490,000 cash.
• Purchased a patent for $275,000 cash.
• Paid $150,000 toward a bank loan.
• Sold investment securities for $995,000.
• Had a net increase in customer deposits of $110,000.
9. Brock’s net cash provided by investing activities for 
1988 was
a. $370,000
b. $495,000
c. $595,000
d. $770,000
10. Brock’s net cash provided by financing activities for 
1988 was
a. $565,000
b. $675,000
c. $715,000
d. $825,000
11. Lindy, a U.S. corporation, bought inventory items 
from a supplier in West Germany on November 5, 1987 
for 100,000 marks, when the spot rate was $.4295. At 
Lindy’s December 31, 1987 year end, the spot rate was 
$.4245. On January 15 , 1988, Lindy bought 103,000 marks 
at the spot rate of $.4345 and paid the invoice. How much 
should Lindy report in its income statements for 1987 and 
1988 as foreign exchange gain or (loss)?
1987 1988
a. $ 500 ($1,000)
b. $0 ($ 500)
c. ($ 500) $0
d. ($1,000) $ 500
12. As an inducement to enter a lease, Arts, Inc., a lessor, 
grants Hompson Corp., a lessee, nine months of free rent 
under a five year operating lease. The lease is effective on 
July 1 , 1988 and provides for monthly rental of $1,000 to 
begin April 1, 1989.
In Hompson’s income statement for the year ended June 30, 
1989, rent expense should be reported as
a. $10,200
b. $ 9,000
c. $ 3,000
d. $ 2,550
13. Effective April 27, 1988, the stockholders of Dorr 
Corp. approved a 2-for-1 split of the company’s common 
stock, and an increase in authorized common shares from
100,000 shares (par value $20 per share) to 200,000 shares 
(par value $10 per share). D orr’s stockholders’ equity 
accounts immediately before issuance of the stock split 
shares were as follows:
Common stock, par value $20;
100,000 shares authorized;
50,000 shares outstanding $1,000,000
Additional paid-in capital ($3 per
share on issuance of common stock) 150,000
Retained earnings 1,350,000
The stock split shares were issued on June 30, 1988. In 
D orr’s June 30, 1988 statement of stockholders’ equity, 
the balances of additional paid-in capital and retained 
earnings are
Additional Retained
paid-in capital earnings
a. $0 $ 500,000
b. $ 150,000 $ 350,000
c. $ 150,000 $1,350,000
d. $1,150,000 $ 350,000
14. On February 1 ,  1988, Kew Corp., a newly formed 
company, had the following stock issued and outstanding:
• Common stock, no par, $1 stated value, 10,000 shares 
originally issued for $15 per share.
•  Preferred stock, $10 par value, 3,000 shares originally 
issued for $25 per share.
Kew’s February 1 , 1988 statement of stockholders’ equity 
should report
Additional
Common Preferred paid-in
stock stock capital
a. $150,000 $30,000 $ 45,000
b. $150,000 $75,000 $0
c. $ 10,000 $75,000 $140,000
d. $ 10,000 $30,000 $185,000
interest-bearing note from a customer. The note was dis­
counted the same day by Carr National Bank at 15%. The 
amount of cash received by Fay from the bank was
a. $30,000
b. $29,550
c. $29,415
d. $27,750
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Items 16 and 17 are based on the following:
Kollar C o rp .’s transactions for the year ended 
December 31, 1988 included the following:
• Purchased real estate for $550,000 cash which was 
borrowed from a bank.
• Sold investment securities for $500,000.
• Paid dividends of $600,000.
• Issued 500 shares of common stock for $250,000.
• Purchased machinery and equipment for $125,000 
cash.
• Paid $450,000 toward a bank loan.
• Reduced accounts receivable by $100,000.
• Increased accounts payable by $200,000.
16. Kollar’s net cash used in investing activities for 1988 
was
a. $675,000
b. $375,000
c. $175,000
d. $ 50,000
17. Kollar’s net cash used in financing activities for 1988 
was
a. $ 50,000
b. $250,000
c. $450,000
d. $500,000
18. Munn Corp.’s records included the following 
stockholders’ equity accounts:
19. During 1988, Rine Company incurred the following 
costs:
Research and development services per­
formed by Lee Corp. for Rine $300,000
Testing for evaluation of new products 250,000
Laboratory research aimed at discovery 
of new knowledge 370,000
Routine design of tools, jigs,
molds, and dies 100,000
In its income statement for the year ended December 31, 
1988, Rine should report research and development expense 
of
a. $1,020,000
b. $ 920,000
c. $ 720,000
d. $ 670,000
20. The balance in Bart Corp.’s foreign exchange loss 
account was $13,000 at December 31, 1988, before any 
necessary year-end adjustment relating to the following:
• Bart had a $20,000 loss resulting from the translation 
of the accounts of its wholly owned foreign subsidiary 
for the year ended December 31, 1988.
• Bart had an account payable to an unrelated foreign 
supplier payable in the local currency of the foreign 
supplier on January 27, 1989. The U.S. dollar 
equivalent of the payable was $100,000 on the 
November 2 8 , 1988 invoice date, and it was $106,000 
on December 31, 1988.
In Bart’s 1988 consolidated income statement, what amount 
should be included as foreign exchange loss?
a. $33,000
b. $27,000
c. $19,000
d. $13,000
Preferred stock, par value $15, authorized
20,000 shares $255,000
Additional paid-in capital, preferred stock 15,000
Common stock, no par, $5 stated value,
100,000 shares authorized 300,000
In Munn’s statement of stockholders’ equity, the number
of issued and outstanding shares for each class of stock is
Common Preferred
stock stock
a. 60,000 17,000
b. 60,000 18,000
c. 63,000 17,000
d. 63,000 18,000
Number 2 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
21. Grey Corp. purchased merchandise with a list price 
of$20,000, subject to trade discounts of 10% and 5%. What 
amount should Grey record as the cost of this merchandise?
a. $17,000
b. $17,100
c. $17,900
d. $20,000
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22. At December 3 1 , 1988, the following information was 
available from Huff Co.’s accounting records:
Cost Retail
Inventory, 1/1/88 $147,000 $ 203,000
Purchases 833,000 1,155,000
Additional markups — 42,000
Available for sale $980,000 $1,400,000
Sales for the year totaled $1,106,000. Markdowns 
amounted to $14,000. Under the approximate lower of 
average cost or market retail method, H uff's inventory at 
December 31, 1988 was
a. $308,000
b. $280,000
c. $215,600
d. $196,000
23. On January 2, 1989, Ashe Company entered into a 
ten-year noncancellable lease requiring year-end payments 
of $100,000. Ashe’s incremental borrowing rate is 12%, 
while the lessor’s implicit interest rate, known to Ashe, is 
10%. Present value factors for an ordinary annuity for ten 
periods are 6.145 at 10%, and 5.650 at 12%. Ownership 
of the property remains with the lessor at expiration of the 
lease. There is no bargain purchase option. The leased prop­
erty has an estimated economic life of 12 years. What 
amount should Ashe capitalize for this leased property on 
January 2, 1989?
a. $1,000,000
b. $ 614,500
c. $ 565,000
d. $0
24. The following information relating to compensated 
absences was available from Graf Company’s accounting 
records at December 31, 1988:
• Employees’ rights to vacation pay vest and are 
attributable to services already rendered. Payment is 
probable, and G rafs obligation was reasonably 
estimated at $110,000.
•  Employees’ rights to sick pay benefits do not vest but 
accumulate for possible future use. The rights are 
attributable to services already rendered, and the total 
accumulated sick pay was reasonably estimated at 
$50,000.
What amount is Graf required to report as the liability for 
compensated absences in its December 31, 1988 balance 
sheet?
a. $160,000
b. $110,000
c. $ 50,000
d. $0
25. On January 2, 1989, Parke Corp. replaced its boiler 
with a more efficient one. The following information was 
available on that date:
Purchase price of new boiler $60,000
Carrying amount of old boiler 5,000
Fair value of old boiler 2,000
Installation cost of new boiler 8,000
The old boiler was sold for $2,000. What amount should 
Parke capitalize as the cost of the new boiler?
a. $68,000
b. $66,000
c. $63,000
d. $60,000
26. Frey, Inc. purchased a machine for $450,000 on 
January 2 ,  1987. The machine has an estimated useful life 
of four years and a salvage value of $50,000. The machine 
is being depreciated using the sum-of-the-years’ digits 
method. The December 31, 1988 asset balance, net of 
accumulated depreciation, should be
a. $290,000
b. $270,000
c. $170,000
d. $135,000
27. On January 1, 1985, Evan Company purchased a 
machine for $400,000 and established an annual deprecia­
tion charge of $50,000 over an eight-year life. During 1988, 
after issuing its 1987 financial statements, Evan concluded 
that: (1) the machine suffered permanent impairment of its 
operational value, and (2) $100,000 is a reasonable estimate 
of the amount expected to be recovered through use of the 
machine for the period January 1, 1988 to December 31, 
1992. In Evan’s December 31, 1988 balance sheet, the 
machine should be reported at a carrying amount of
a. $200,000
b. $ 80,000
c. $ 50,000
d. $0
28. Pine Football Company had a player contract with 
Duff that is recorded in its books at $500,000 on July 1, 
1988. Ace Football Company had a player contract with 
Terry that is recorded in its books at $600,000 on July 1, 
1988. On this date, Pine traded Duff to Ace for Terry and 
paid a cash difference of $50,000. The fair value of the 
Terry contract was $700,000 on the exchange date. After 
the exchange, the Terry contract should be recorded in 
Pine’s books at
a. $550,000
b. $600,000
c. $650,000
d. $700,000
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29. On April 1 ,  1988, Hart, Inc. paid $1,700,000 for all 
the issued and outstanding common stock of Ray Corp. On 
that date, the costs and fair values of Ray’s recorded assets 
and liabilities were as follows:
Cash
Inventory
Property, plant and 
equipment (net) 
Liabilities
Net assets
Cost
$ 160,000
480,000
980,000 
(360,000)
$1,260,000
Fair value
$ 160,000 
460,000
1,040,000
(360,000)
$1,300,000
Hart amortizes goodwill over 40 years. In Hart’s March 31, 
1989 balance sheet, what is the amount of goodwill that 
should be reported as a result of this business combination?
a. $390,000
b. $400,000
c. $429,000
d. $440,000
30. Case Corp. had accounts payable of $100,000 
recorded in the general ledger as of December 31, 1988 
before consideration of the following unrecorded 
transactions:
Invoice
date Amount
Date
shipped
Date
received FOB terms
1-3-89 $ 8,000 12-22-88 12-24-88 Destination
1-2-89 13,000 12-28-88 1-2-89 Shipping point
12-26-88 12,000 1-2-89 1-3-89 Shipping point
1-10-89 9,000
$42,000
12-31-88 1-5-89 Destination
In Case’s December 3 1 , 1988 balance sheet, the accounts 
payable should be reported in the amount of
a. $100,000
b. $108,000
c. $121,000
d. $142,000
31. Robb Company requires advance payments with 
special orders from customers for machinery constructed 
to their specifications. Information for 1988 is as follows:
Customer advances — balance 12/31/87 $295,000
Advances received with orders in 1988 460,000
Advances applied to orders shipped in 1988 410,000
Advances applicable to orders cancelled 
in 1988 125,000
At December 31, 1988, what amount should Robb report 
as a current liability for customer deposits?
a. $0
b. $220,000
c. $345,000
d. $370,000
32. Included in Witt Corp.’s liability account balances at 
December 31, 1988 were the following:
14% note payable issued October 1,
1988, maturing September 30, 1989 $500,000
16% note payable issued April 1, 1986 
payable in six equal annual installments 
of $200,000 beginning April 1, 1987 800,000
Witt’s December 3 1 , 1988 financial statements were issued 
on March 31, 1989. On January 15, 1989, the entire 
$800,000 balance of the 16% note was refinanced by is­
suance of a long-term obligation payable in a lump sum. 
In addition, on March 10 , 1989, Witt consummated a non- 
cancelable agreement with the lender to refinance the 14%, 
$500,000 note on a long-term basis, on readily determinable 
terms that have not yet been implemented. Both parties are 
financially capable of honoring the agreement, and there 
have been no violations of the agreement’s provisions. On 
the December 31, 1988 balance sheet, the amount of the 
notes payable that Witt should classify as short-term obliga­
tions is
a. $700,000
b. $500,000
c. $200,000
d. $0
33. Amo Corp.’s liability account balances at June 30, 
1988 included a 10% note payable in the amount of 
$1,800,000. The note is dated October 1, 1987 and is 
payable in three equal annual payments of $600,000 plus 
interest. The first interest and principal payment was made 
on October 1 ,  1988. In Amo’s June 3 0 , 1989 balance sheet, 
what amount should be reported as accrued interest payable 
for this note?
a. $135,000
b. $ 90,000
c. $ 45,000
d. $ 30,000
34. Dix Company sells magazine subscriptions for one 
and two year periods. Cash receipts from subscribers are 
credited to magazine subscriptions collected in advance. 
This account had a balance of $2,100,000 at December 31, 
1988 before year-end adjustment. Outstanding subscrip­
tions at December 31, 1988 expire as follows:
During 1989 — $600,000 
During 1990 — 900,000
In its December 31, 1988 balance sheet, what amount 
should Dix report as the balance for magazine subscriptions 
collected in advance?
a. $2,100,000
b. $1,500,000
c. $1,050,000
d. $ 600,000
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35. As of December 31, 1987, the projected benefit 
obligation and plan assets of a noncontributory defined 
benefit plan sponsored by Reed, Inc. were:
Projected benefit obligation $780,000
Plan assets at fair value 600,000
Initial unfunded obligation $180,000
Reed elected to apply the provisions of FASB Statement 
No. 87, Employers’ Accounting fo r Pensions, in its finan­
cial statements for the year ended December 3 1 , 1988. At 
December 31, 1987, all amounts accrued as net periodic 
pension cost had been contributed to the plan. The average 
remaining service period of active plan participants 
expected to receive benefits was estimated to be 10 years 
at the date of transition. Some participants’ estimated 
service periods are 20 and 25 years. To minimize an accrual 
for pension cost, what amount of unrecognized net obliga­
tion should Reed amortize?
a. $ 7,200
b. $ 9,000
c. $12,000
d. $18,000
36. Kent, Inc., a calendar year company, established a 
defined benefit pension plan in December 1987. The follow­
ing data relate to this plan at December 31, 1988:
Projected benefit obligation $4,700,000
Accumulated benefit obligation 4,000,000
Total fair value of plan assets 3,000,000
Kent elected to apply the provisions of FASB Statement 
No. 87, Employers’ Accounting fo r Pensions, in its finan­
cial statements for the year ended December 31, 1988.
In its December 3 1 , 1988 balance sheet, Kent should report 
a minimum liability relating to the pension plan of
a. $4,000,000
b. $1,700,000
c. $1,000,000
d. $0
37. On January 1 ,  1988, Lum, Inc. purchased a machine 
for $90,000 which will be depreciated $9,000 per year for 
financial statement reporting. For income tax reporting, 
Lum elected to expense $10,000 and to use straight-line 
depreciation which will allow a cost recovery deduction of 
$8,000 for 1988. Lum uses the liability method to account 
for temporary differences. Assume a present and future 
enacted income tax rate of 30%. What amount should be 
added to Lum’s deferred income tax liability for this tem­
porary difference at December 31, 1988?
a. $5,400
b. $3,000
c. $2,700
d. $2,400
38. The Ward Corp.’s books showed income of $300,000 
before provision for income tax for the year ended 
December 3 1 , 1988. In the computation of taxable income 
for federal income tax purposes, the following items should 
be noted:
Income from exempt municipal bonds $30,000
Depreciation deducted for tax purposes 
in excess of depreciation recorded on 
the books $60,000
Proceeds received for life insurance on 
death of officer $50,000
Estimated tax payments $0
Enacted corporate income tax rate 30%
Ignore the alternate minimum tax provisions. What amount 
should Ward record as its current federal income tax liability 
at December 31, 1988?
a. $81,000
b. $75,000
c. $57,000
d. $48,000
39. Rosson Corp., which began business on January 1, 
1988, appropriately uses the installment sales method of 
accounting for income tax reporting purposes. The follow­
ing data are available for 1988:
Installment accounts receivable, 12/31/88 $200,000
Installment sales for 1988 $350,000
Gross profit on sales 40%
Under the installment sales method, what would be 
Rosson’s deferred gross profit at December 31, 1988?
a. $120,000
b. $ 90,000
c. $ 80,000
d. $ 60,000
40. On January 1 ,  1988, Lundy Corp. purchased 40% of 
the voting common stock of Glen, Inc. and appropriately 
accounts for its investment by the equity method. During 
1988, Glen reported earnings of $225,000 and paid 
dividends of $75,000. Lundy assumes that all of Glen’s 
undistributed earnings will be distributed as dividends in 
future periods when the enacted tax rate will be 30%. Ignore 
the dividend-received deduction. Lundy’s current enacted 
income tax rate is 25%. Lundy uses the liability method 
to account for temporary differences. The increase in 
Lundy’s deferred income tax liability for this temporary 
difference is
a. $45,000
b. $37,500
c. $27,000
d. $18,000
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Number 3 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
41. Lane, Inc., which began operations on January 1, 
1986, recognizes income from construction-type contracts 
under the percentage-of-completion method in its financial 
statements. Lane appropriately uses the completed contract 
method for income tax reporting. Reported income from 
construction-type contracts under each method is as follows:
Year
Percentage-
of-completion
Completed
contract
1986 $ 600,000 $ -
1987 1,200,000 800,000
1988 1,700,000 1,400,000
For all of the above years and years to 1991 the enacted 
income tax rate is 30%, and there are no other temporary 
differences. At December 31, 1988, using the liability 
method, Lane should report a liability for deferred taxes of
a. $ 90,000
b. $210,000
c. $300,000
d. $390,000
42. Among the items reported on Cord, Inc.’s income 
statement for the year ended December 3 1 , 1988 were the 
following:
Amortization of goodwill $10,000
Insurance premium on life of an 
officer with Cord as owner
and beneficiary 5,000
Temporary differences amount to
a. $0
b. $ 5,000
c. $10,000
d. $15,000
43. On December 31, 1988, Mith Co. was a defendant 
in a pending lawsuit. The suit arose from the alleged defect 
of a product that Mith sold in 1986. In the opinion of Mith’s 
attorney, it is probable that Mith will have to pay $50,000, 
and it is reasonably possible that Mith will have to pay 
$60,000 as a result of this lawsuit. In its 1988 financial 
statements, Mith would report
a. An accrued liability of $50,000 only.
b. An accrued liability of $50,000 and would 
disclose a contingent liability of an additional 
$ 10,000.
c. An accrued liability of $60,000 only.
d. No information about this lawsuit.
44. Beal, Inc. intends to lease a machine from Paul Corp. 
Beal’s incremental borrowing rate is 14%. The prime rate 
of interest is 8%. Paul’s implicit rate in the lease is 10%, 
which is known to Beal. Beal computes the present value 
of the minimum lease payments using
a. 8%
b. 10%
c. 12%
d. 14%
45. On April 1, 1988, Fox, Inc. issued 400 of its 10%, 
$1,000 bonds at 97 plus accrued interest. The bonds are 
dated January 1, 1988 and mature on January 1, 1998. 
Interest is payable semiannually on January 1 and July 1. 
What amount of cash would Fox receive from the bond 
issuance?
a. $378,000
b. $388,000
c. $393,000
d. $398,000
46. On July 1, 1987, Cobb, Inc. issued 9% bonds in the 
face amount of $1,000,000, which mature on July 1 ,  1997. 
The bonds were issued for $939,000 to yield 10%, resulting 
in a bond discount of $61,000. Cobb uses the interest 
method of amortizing bond discount. Interest is payable 
annually on June 30. At June 30, 1989, Cobb’s unamor­
tized bond discount should be
a. $52,810
b. $51,000
c. $48,800
d. $43,000
47. On June 3 0 , 1988, Eddy Corp. had outstanding 8%, 
$2,000,000 face amount convertible bonds maturing on 
June 30, 1998. Interest is payable on June 30 and 
December 31. Each $1,000 bond is convertible into 40 
shares of Eddy’s $20 par common stock. After amortiza­
tion through June 3 0 , 1988, the unamortized balance in the 
premium on bonds payable account was $50,000. On 
June 3 0 , 1988, 1,000 bonds were converted when Eddy’s 
common stock had a market price of $30 per share. Under 
the book value method, what amount should Eddy credit 
to additional paid-in capital in recording the conversion?
a. $425,000
b. $400,000
c. $225,000
d. $200,000
48. Cain Co. issued $400,000 face amount of its 10% 
bonds on January 1 ,  1989 for $354,118 to yield the buyer 
a 12% effective rate of return. Interest is payable semi­
annually on January 1 and July 1. What amount would Cain 
report as interest expense in its June 30, 1989 income 
statement?
a. $18,753
b. $20,000
c. $21,247
d. $24,000
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49. On July 1 ,  1982, Flax Corporation issued 2,000 of 
its 9%, $1,000 callable bonds for $1,920,000. The bonds 
are dated July 1 ,  1982 and mature on July 1 ,  1992. Interest 
is payable seminannually on January 1 and July 1. Flax uses 
the straight-line method of amortizing bond discount. The 
bonds can be called by the issuer at 101 at any time after 
June 30, 1987.
On July 1, 1988, Flax called in all of the bonds and 
retired them. Before income taxes, how much loss should 
Flax report on this early extinguishment of debt for the year 
ended December 31, 1988?
a. $ 20,000
b. $ 52,000
c. $ 68,000
d. $100,000
50. Greg Corp. reported revenue of $1,250,000 in its 
accrual basis income statement for the year ended June 30, 
1989. Additional information was as follows:
Accounts receivable June 30, 1988 $400,000
Accounts receivable June 30, 1989 530,000
Uncollectible accounts written off 
during the fiscal year 15,000
Under the cash basis, Greg should report revenue of
a. $ 835,000
b. $ 850,000
c. $1,105,000
d. $1,135,000
51. On January 2 ,  1988, Rex Enterprises, Inc. authorized 
Adam Company to operate as a franchisee over a 20-year 
period for an initial franchise fee of $60,000 received on 
signing the agreement. Adam started operations on June 30, 
1988, by which date Rex had performed all of the required 
initial services. In its income statement for the six months 
ended June 30, 1988, what amount should Rex report as 
revenue from franchise fees in connection with Adam’s 
franchise?
a. $0
b. $ 1,500
c. $30,000
d. $60,000
52. On January 1 ,  1988, Roem Corp. changed its inven­
tory method to FIFO from LIFO for both financial and 
income tax reporting purposes. The change resulted in a 
$500,000 increase in the January 1, 1988 inventory. 
Assume that the income tax rate for all years is 30%. The 
cumulative effect of the accounting change should be 
reported by Roem in its 1988
a. Retained earnings statement as a $350,000 
addition to the beginning balance.
b . Income statement as a $350,000 cumulative effect 
of accounting change.
c. Retained earnings statement as a $500,000 
addition to the beginning balance.
d. Income statement as a $500,000 cumulative effect 
of accounting change.
53. Zach Company assigns some of its patents to other 
enterprises under a variety of licensing agreements. In some 
instances, advance royalties are received when the 
agreements are signed and, in others, royalties are remit­
ted within 60 days after each license year end. The following 
data are included in Zach’s December 31 balance sheets:
1987 1988
Royalties receivable $90,000 $85,000
Unearned royalties 60,000 40,000
During 1988, Zach received royalty remittances of 
$200,000. In its income statement for the year ended 
December 3 1 , 1988, Zach should report royalty revenue of
a. $225,000
b. $215,000
c. $205,000
d. $195,000
54. On January 1 ,  1988, Post Corp. leased a warehouse 
to Winn under an operating lease for ten years at $60,000 
per year, payable the first day of each lease year. Post paid 
$27,000 to a real estate broker as a finder’s fee. The 
warehouse is depreciated $15,000 per year. For 1988, Post 
incurred insurance and property tax expense totaling 
$12,000. Post’s net rental income for 1988 should be
a. $33,000
b. $30,300
c. $21,000
d. $ 6,000
Items 55 and 56 are based on the following:
On January 1 ,  1988, Ritt Corp. purchased 80% of Shaw 
Corp.’s $10 par common stock for $975,000. On this date, 
the carrying amount of Shaw’s net assets was $1,000,000. 
The fair values of Shaw’s identifiable assets and liabilities 
were the same as their carrying amounts except for plant 
assets (net) which were $100,000 in excess of the carry­
ing amount. For the year ended December 3 1 , 1988, Shaw 
had net income of $190,000 and paid cash dividends total­
ing $125,000.
55. In the January 1, 1988 consolidated balance sheet, 
goodwill should be reported at
a. $0
b. $ 75,000
c. $ 95,000
d. $175,000
56. In the December 3 1 , 1988 consolidated balance sheet, 
minority interest should be reported at
a. $200,000
b. $213,000
c. $220,000
d. $233,000
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Items 57 and 58 are based on the following:
On June 3 0 , 1988, Purl Corp. issued 150,000 shares of its 
$20 par common stock for which it received all of Scott 
Corp.’s common stock. The fair value of the common stock 
issued is equal to the book value of Scott Corp.’s net assets. 
Both corporations continued to operate as separate 
businesses, maintaining accounting records with years end­
ing December 31. Net income from separate company 
operations and dividends paid were:
59. On January 1, 1987, Tone Company exchanged 
equipment for a $200,000 noninterest bearing note due on 
January 1 ,  1990. The prevailing rate of interest for a note 
of this type at January 1 ,  1987 was 10%. The present value 
of $1 at 10% for three periods is 0.75. What amount of 
interest revenue should be included in Tone’s 1988 income 
statement?
a. $ 7,500
b. $15,000
c. $16,500
d. $20,000
Purl
Net income
Six months ended 6/30/88 $750,000
Six months ended 12/31/88 825,000
Dividends paid
March 25, 1988 950,000
November 15, 1988 —
Scott
$225,000
375,000
300,000
On December 31, 1988, Scott held in its inventory 
merchandise acquired from Purl on December 1 ,  1988 for 
$150,000, which included a $45,000 markup.
57. Assume that the business combination qualifies for 
treatment as a purchase. In the 1988 consolidated income 
statement, net income should be reported at
a. $1,650,000
b. $1,905,000
c. $1,950,000
d. $2,130,000
60. On April 30, 1988, Wall Corp. approved a plan to 
dispose of a segment of its business. For the period 
January 1 through April 3 0 ,  1988, the segment had reve­
nues of $600,000 and expenses of $750,000. The assets of 
the segment were sold on October 1 5 , 1988 at a loss, from 
which no tax benefit is available. In its income statement 
for the year ended December 31, 1988, how should Wall 
report the segment’s operations from January 1 to April 30, 
1988?
a. $600,000 and $750,000 should be included with 
revenues and expenses, respectively, as part of 
continuing operations.
b. $150,000 should be reported as part of the loss 
on disposal of a segment.
c . $150,000 should be reported as an extraordinary 
loss.
d. $150,000 should be reported as a loss from opera­
tions of a discontinued segment.
58. Assume that the business combination qualifies for 
treatment as a pooling of interests. In the 1988 consolidated 
income statement, net income should be reported at
a. $1,905,000
b. $1,950,000
c. $2,130,000
d. $2,175,000
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Number 4 (Estimated tim e-----45 to 55 minutes)
Before closing the books for the year ended December 31, 1988, Pitt Corp. prepared the following condensed trial 
balance:
Condensed Trial Balance 
December 3 1 , 1988
Debit Credit
Total assets $ 7,082,500
Total liabilities $ 1,700,000
Common stock 1,250,000
Additional paid-in capital 2,097,500
Donated capital 90,000
Retained earnings, 1/1/88 1,650,000
Net sales 6,250,000
Cost of sales 3,750,000
Selling and administrative expenses 1,212,500
Interest expense 122,500
Gain on sale of long-term investments 130,000
Income tax expense 300,000
Loss on disposition of plant assets 225,000
Loss due to earthquake damage 475,000 ___________
$13,167,500 $13,167,500
Other financial data for the year ended December 31, 1988:
Federal income tax
Estimated tax payments $200,000
Accrued 100,000
Total charged to income tax expense (Does not properly 
reflect current or deferred income tax expense or interperiod
income tax allocation for income statement purposes.) $300,000
Pitt elected to apply the provisions of FASB Statement No. 96, 
Accounting fo r Income Taxes, in its financial statements for the 
year ended December 31, 1988. The enacted tax rate on all types 
of taxable income for the current and future years is 30%. The 
alternative minimum tax is less than the regular income tax.
Temporary difference
Excess of book basis over tax basis in depreciable assets (arising from 
equipment donated as a capital contribution on December 31, 1988 
and expected to be depreciated over five years beginning in 1989). 
There were no temporary differences prior to 1988.
Non-deductible expenditure
Officers’ life insurance expense
Earthquake damage
This damage is considered unusual and infrequent.
$90,000
$70,000
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Number 4 (continued)
Capital structure
Common stock, par value $5 per share, traded on a national exchange:
Number of shares:
Outstanding at 1/1/88 200,000
Issued on 3/30/88 as a 10% stock dividend 20,000
Sold for $25 per share on 6/30/88 30,000
Outstanding at 12/31/88 250,000
Required:
a. Using the multiple-step format, prepare a formal income statement for Pitt for the year ended 
December 31, 1988.
b. Prepare a schedule to reconcile net income to taxable income reportable on Pitt’s tax return for 1988.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
At December 3 1 , 1987, Poe Corp. properly reported 
as current assets the following marketable equity securities:
Axe Corp., 1,000 shares, $2.40 con­
vertible preferred stock $ 40,000
Purl Inc., 6,000 shares of common stock 60,000
Day Co., 2,000 shares of common stock 55,000
Marketable equity securities at cost 155,000
Less valuation allowance 7,000
Marketable equity securities at 
market value $148,000
On January 2 ,  1988, Poe purchased 100,000 shares of Scott 
Corp. common stock for $1,700,000, representing 30% 
of Scott’s outstanding common stock and an underlying 
equity of $1,400,000 in Scott’s net assets on January 2. Poe, 
which had no other financial transactions with Scott during 
1988, amortizes goodwill over a 40-year period. As a result 
of Poe’s 30% ownership of Scott, Poe has the ability to 
exercise significant influence over Scott’s financial and 
operating policies.
During 1988, Poe disposed of the following securities:
• January 18 — sold 2,500 shares of Purl for $13 per 
share.
• June 1 — sold 500 shares of Day, after a 10% stock 
dividend was received, for $21 per share.
• October 1 — converted 500 shares of Axe’s preferred 
stock into 1,500 shares of Axe’s common stock, when 
the market price was $60 per share for the preferred 
stock and $21 per share for the common stock.
The following 1988 dividend information pertains to stock 
owned by Poe:
• February 14 — Day issued a 10% stock dividend, when 
the market price of Day’s common stock was $22 per 
share.
• April 5 and October 5 — Axe paid dividends of $1.20 
per share on its $2.40 preferred stock, to stockholders 
of record on March 9 and September 9, respectively. 
Axe did not pay dividends on its common stock dur­
ing 1988.
• June 30 — Purl paid a $1.00 per share dividend on its 
common stock.
• March 1, June 1, September 1, and December 1 — 
Scott paid quarterly dividends of $0.50 per share on 
each of these dates. Scott’s net income for the year 
ended December 31, 1988 was $1,200,000.
Number 5 (continued)
At December 31, 1988, Poe’s management intended 
to hold Scott’s stock as a long-term investment, with the 
remaining investments being considered as temporary. 
Market prices per share of the marketable equity securities 
were as follows:
At December 31,
1988 1987
Axe Corp. — preferred $56 $42
Axe Corp. — common 20 18
Purl, Inc. — common 11 11
Day Co. — common 22 20
Scott Corp. — common 16 18
All of the foregoing stocks are listed on major stock 
exchanges. Declines in market value from cost would not 
be considered permanent.
Required:
a. Prepare a schedule of Poe’s current marketable 
equity securities at December 31, 1988, including any 
information necessary to determine the related valuation 
allowance and unrealized gains and losses.
b. Prepare a schedule to show the carrying amount 
of Poe’s noncurrent marketable equity securities at 
December 31, 1988.
c. Prepare a schedule showing all revenue, gains, and 
losses (realized and unrealized) relating to Poe’s 
investments for the year ended December 31, 1988.
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EXAMINATION IN ACCOUNTING PRACTICE -  PART II
May 4, 1989; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required: Value Minimum Maximum
No. 1 ............................................................. .................................. 10 45 55
No. 2 ............................................................. .................................. 10 45 55
No. 3 ............................................................. .................................. 10 45 55
No. 4 ............................................................. .................................. 10 45 55
No. 5 ............................................................. .................................. 10 40 50
T o ta l....................................................... .................................. 50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your 
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be identi­
fied as sources of amounts in formal schedules, 
entries, worksheets, or other answers, to show how 
your final answer was derived. Computation sheets 
should identify the question to which they relate, 
be placed immediately following the answer to that 
question, and be numbered in sequence with the other 
pages. Failure to enclose supporting calculations may 
result in loss of grading points because it may be 
impossible to determine how your amounts were 
computed.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Instructions
Questions Number 1, 2, and 3 each consist of 20 
multiple choice items. Select the best answer for each of 
the items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed by 
$160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet 
97.  
Number 1 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a  variety of financial accounting problems.
Items to be Answered
1. Maga Corp.’s stockholders’ equity at December 31, 
1988 comprised the following:
2. Lind Corp. declared a cash dividend of $50,000 on 
March 10 , 1989 to stockholders of record March 2 5 , 1989, 
payable on April 5 ,  1989. As a result of this cash dividend, 
working capital
a. Decreased on March 10 by $50,000.
b. Decreased on March 25 by $50,000.
c. Decreased on April 5 by $50,000.
d. Did not change.
3. On May 1 ,  1989, Rhud Corp. declared and issued a 
10% common stock dividend. Prior to this dividend, Rhud 
had 100,000 shares of $1 par value common stock issued 
and outstanding. The fair value of Rhud’s common stock 
was $30 per share on May 1 ,  1989. As a result of this stock 
dividend, Rhud’s total stockholders’ equity
a. Increased by $300,000.
b. Decreased by $300,000.
c . Decreased by $10,000.
d. Did not change.
4. In 1988, Newt Corp. acquired 6,000 shares of its own 
$1 par value common stock at $18 per share. In 1989, Newt 
issued 3,000 of these shares at $25 per share. Newt uses 
the cost method to account for its treasury stock trans­
actions. What accounts and amounts should Newt credit 
in 1989 to record the issuance of the 3,000 shares?
Treasury
stock
Additional
paid-in
capital
Retained
earnings
Common
stock
a. $54,000 $21,000
b. $54,000 $21,000
c. $72,000 $3,000
d. $51,000 $21,000 $3,000
5. The following condensed balance sheet is presented 
for the partnership of Axel, Barr, and Cain, who share pro­
fits and losses in the ratio of 4:3:3, respectively:
6% cumulative preferred stock, $100 par;
liquidating value $110 per share; 
authorized, issued, and outstanding 
50,000 shares $5,000,000
Common stock, $5 par; 1,000,000 shares 
authorized; issued and outstanding 
400,000 shares 2,000,000
Retained earnings 1,000,000
Cash $100,000
Other assets 300,000
Total $400,000
Liabilities 
Axel, capital 
Barr, capital 
Cain, capital
Total
$150,000
40,000 
180,000
30,000
$400,000
Dividends on preferred stock have been paid through 1987 
but have not been declared for 1988. At December 31, 
1988, Maga’s book value per common share was
The partners agreed to dissolve the partnership after sell­
ing the other assets for $200,000. Upon dissolution of the 
partnership, Axel should have received
a. $5.50 a. $0
b. $6.25 b. $40,000
c. $6.75 c. $60,000
d. $7.50 d. $70,000
16
Accounting Practice — Part II
6. At December 31, 1987, Rama Corp. had 20,000 
shares of $1 par value treasury stock that had been acquired 
in 1987 at $12 per share. In May 1988, Rama issued 15,000 
of these treasury shares at $ 10 per share. The cost method 
is used to record treasury stock transactions. Rama is located 
in a state where laws relating to acquisition of treasury stock 
restrict the availability of retained earnings for declaration 
of dividends. At December 3 1 , 1988, what amount should 
Rama show in notes to financial statements as a restriction 
of retained earnings as a result of its treasury stock 
transactions?
a. $ 5,000
b. $10,000
c. $60,000
d. $90,000
7. On January 1 ,  1987, Doro Corp. granted an employee 
an option to purchase 3,000 shares of Doro’s $5 par value 
common stock at $20 per share. The option became exer­
cisable on December 31, 1988, after the employee com­
pleted two years of service. The option was exercised on 
January 10 , 1989. The market prices of Doro’s stock were 
as follows:
January 1, 1987 $30
December 31, 1988 50
January 10, 1989 45
For 1988, Doro should recognize compensation expense of
a. $45,000
b. $37,500
c. $15,000
d. $0
8. Barb Co. has been forced into bankruptcy and 
liquidated. Unsecured claims will be paid at the rate of 50¢
on the dollar. Yola Co. holds a noninterest-bearing note 
receivable from Barb in the amount of $25,000, 
collateralized by equipment with a liquidation value of 
$5,000. The total amount to be realized by Yola on this note 
receivable is
a. $ 5,000
b. $12,500
c. $15,000
d. $17,500
9. On May 1, 1989, Cobb and Mott formed a partner­
ship and agreed to share profits and losses in the ratio of 
3:7, respectively. Cobb contributed a parcel of land that 
cost him $10,000. Mott contributed $40,000 cash. The land 
was sold for $18,000 on May 1, 1989, immediately after 
formation of the partnership. What amount should be 
recorded in Cobb’s capital account on formation of the 
partnership?
a. $18,000
b. $17,400
c. $15,000
d. $10,000
10. The partnership agreement of Donn, Eddy, and Farr 
provides for annual distribution of profit or loss in the 
following sequence:
•  Donn, the managing partner, receives a bonus of 10% 
of profit.
•  Each partner receives 6% interest on average capital 
investment.
•  Residual profit or loss is divided equally.
Average capital investments for 1988 were:
Donn $80,000
Eddy 50,000
Farr 30,000
What portion of the $100,000 partnership profit for 1988 
should be allocated to Farr?
a. $28,600
b. $29,800
c. $35,133
d. $41,600
11. On May 5 ,  1989, Feda Corp. exchanged 2,000 shares 
of its $25 par value treasury common stock for a patent 
owned by Crue Co. The treasury shares were acquired in 
1988 for $40,000. At May 5 ,  1989, Feda’s common stock 
was quoted at $27 per share, and the patent had a carrying 
value of $45,000 on Crue’s books. Feda should record the 
patent at
a. $40,000
b. $45,000
c. $50,000
d. $54,000
12. Vilo Corp. has estimated that total depreciation 
expense for the year ending December 3 1 , 1989 will amount 
to $60,000, and that 1989 year-end bonuses to employees 
will total $120,000. In Vilo’s interim income statement for 
the six months ended June 3 0 , 1989, what is the total amount 
of expense relating to these two items that should be 
reported?
a. $0
b. $ 30,000
c. $ 90,000
d. $180,000
13. The following items were among those that appeared 
on Rubi Co.’s books at the end of 1988:
Merchandise inventory $600,000
Loans to employees 20,000
What amount should Rubi classify as monetary assets in 
preparing constant dollar financial statements?
a. $0
b. $ 20,000
c. $600,000
d. $620,000
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Items 14 and 15 are based on the following:
Rey, Inc.
Selected Financial Data
December 31,
Cash
Accounts receivable (net) 
Merchandise inventory 
Short-term marketable 
securities
Land and building (net) 
Mortgage payable — 
current portion 
Accounts payable and 
accrued liabilities 
Short-term notes payable
1988 1987
$ 170,000 $ 90,000
450,000 400,000
540,000 420,000
80,000 40,000
1,000,000 1,000,000
60,000 50,000
240,000 220,000
100,000 140,000
Net credit sales totaled $3,000,000 and $2,000,000 for the 
years ended December 31, 1988 and 1987, respectively.
14. At December 3 1 , 1988, Rey’s quick (acid test) ratio 
was
a. 1.50 to 1.
b. 1.75 to 1.
c. 2.06 to 1.
d. 3.10 to 1.
17. Ron Alda owns 100% of Hako Corp.’s outstanding 
capital stock. Alda paid $60,000 for this stock in 1980. At 
December 31, 1988, the book value of Hako’s net assets 
amounted to $300,000. It has been ascertained that Alda’s 
100% stock ownership in Hako had a current value of 
$500,000 at December 3 1 , 1988. Alda has an employment 
contract with Hako under which Alda is to receive a salary 
of $100,000 annually for a ten-year period beginning in 
January 1988. In Alda’s personal statement of financial con­
dition at December 3 1 , 1988, what amount should be shown 
as his net investment in Hako?
a. $ 60,000
b. $100,000
c. $300,000
d. $500,000
18. On May 1, 1988, Gray Corp. granted stock options 
to certain key employees as additional compensation. The 
options were for 1,000 shares of Gray’s $1 par value com­
mon stock at an option price of $30 per share. The market 
price of this stock on May 1 ,  1988 was $40 per share. The 
options were exercisable beginning January 2, 1989 and 
expire on December 31, 1990. On March 1, 1989, when 
Gray’s stock was trading at $42 per share, all the options 
were exercised. The total amount of pretax compensation 
that Gray should record for 1988 is
a. $ 1,000
b. $ 5,000
c. $10,000
d. $12,000
15. For 1988, Rey’s accounts receivable turnover was
a. 1.13
b. 1.50
c. 6.67
d. 7.06
16. In March 1988, an explosion occurred at Nilo Co.’s 
plant, causing damage to area properties. By May 1988, 
no claims had yet been asserted against Nilo. However, 
Nilo’s management and legal counsel concluded that it was 
reasonably possible that Nilo would be held responsible for 
negligence, and that $3,000,000 would be a reasonable 
estimate of the damages. Nilo’s $5,000,000 comprehen­
sive public liability policy contains a $300,000 deductible 
clause. In Nilo’s December 3 1 , 1987 financial statements, 
for which the auditor’s fieldwork was completed in April 
1988, how should this casualty be reported?
a. As a footnote disclosing a possible liability of 
$3,000,000.
b. As an accrued liability of $300,000.
c. As a footnote disclosing a possible liability of 
$300,000.
d . No footnote disclosure or accrual is required for 
1987 because the event occurred in 1988.
19. Ral Corp. has an incentive compensation plan under 
which a branch manager receives 10% of the branch’s 
income after deduction of the bonus but before deduction 
of income tax. Branch income for 1988 before the bonus 
and income tax was $165,000. The tax rate was 30%. The 
1988 bonus amounted to
a. $12,600
b. $15,000
c. $16,500
d. $18,000
20. The following information pertains to Aria Corp. and 
its divisions for the year ended December 31, 1988:
Sales to unaffiliated customers $2,000,000
Intersegment sales of products similar 
to those sold to unaffiliated customers 600,000
Interest earned on loans to other 
industry segments 40,000
Aria and all of its divisions are engaged solely in manufac­
turing operations. Aria has a reportable segment if that 
segment’s revenue exceeds
a. $264,000
b. $260,000
c. $204,000
d. $200,000
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Number 2 (Estimated time —— 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of not-for-profit and governmental 
accounting problems.
Items to be Answered
Items 21 through 26 are based on the following:
Cliff Township’s fiscal year ends on July 31. Cliff uses 
encumbrance accounting. On October 2 ,  1988, an approved 
$5,000 purchase order was issued for supplies. Cliff 
received these supplies on November 2, 1988, and the 
$5,000 invoice was approved for payment by the general 
fund.
During the year ended July 31, 1989, Cliff received 
a state grant of $150,000 to finance the purchase of a senior 
citizens recreation bus, and an additional $15,000 grant to 
be used for bus operations during the year ended July 31, 
1989. Only $125,000 of the capital grant was used during 
the year ended July 3 1 , 1989 for the bus purchase, but the 
entire operating grant of $15,000 was disbursed during the 
year.
C liff's governing body adopted its general fund budget 
for the year ending July 31, 1990, comprising estimated 
revenues o f $50,000,000 and appropriations of 
$40,000,000. Cliff formally integrates its budget into the 
accounting records.
21. What accounts should Cliff debit and credit on 
October 2, 1988 to record the approved $5,000 purchase 
order?
_____ Debit
a. Encumbrances
control
b. Appropriations
control
c. Encumbrances
control
d. Budgetary fund 
balance — 
reserved for 
encumbrances
_____Credit
Appropriations
control
Encumbrances
control
Budgetary fund 
balance — 
reserved for 
encumbrances
Encumbrances
control
22. What accounts should Cliff debit and credit on 
November 2 ,  1988 upon receipt of the supplies and approval 
of the $5,000 invoice?
Debit Credit
a. Budgetary fund
balance — 
reserved for 
encumbrances
Expenditures
control
b. Encumbrances
control
Appropriations
control
Encumbrances
control
Vouchers payable
Budgetary fund 
balance — 
reserved for 
encumbrances 
Vouchers payable
c. Appropriations 
control
Encumbrances
control
Supplies inventory Vouchers payable
d. Encumbrances 
control
Expenditures
control
Appropriations
control
Vouchers payable
23. The senior citizens recreation bus program is 
accounted for as part of C liff 's general fund. What amount 
should Cliff report as grant revenues for the year ended 
July 31, 1989 in connection with the state grants?
a. $165,000
b. $150,000
c. $140,000
d. $125,000
24. When Cliff records budgeted revenues, estimated 
revenues control should be
a. Debited for $10,000,000.
b. Credited for $10,000,000.
c. Debited for $50,000,000.
d. Credited for $50,000,000.
25. To record the $40,000,000 of budgeted appropria­
tions, Cliff should
a. Debit estimated expenditures control.
b. Credit estimated expenditures control.
c. Debit appropriations control.
d. Credit appropriations control.
26. The $10,000,000 budgeted excess of revenues over 
appropriations should be
a. Debited to budgetary fund balance—unreserved.
b . Credited to budgetary fund balance—unreserved.
c. Debited to estimated excess revenues control.
d. Credited to estimated excess revenues control.
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27. Lake City incurred $300,000 of salaries and wages 
expense in its general fund for the month ended May 31, 
1989. For this $300,000 expense, Lake should debit
a. Fund balance—unreserved, undesignated.
b. Encumbrances control.
c. Appropriations control.
d. Expenditures control.
28. On December 3 1 , 1988, Park Township paid a con­
tractor $4,000,000 for the total cost of a new police building 
built in 1988. Financing was by means of a $3,000,000 
general obligation bond issue sold at face amount on 
December 31, 1988, with the remaining $1,000,000 
transferred from the general fund. What amount should 
Park record as revenues in the capital projects fund in con­
nection with the bond issue proceeds and the transfer?
a. $0
b. $1,000,000
c. $3,000,000
d. $4,000,000
Items 29 through 31 are based on the following information 
pertaining to Lori Hospital for the year ended May 31, 
1989:
In March 1989, a $300,000 unrestricted bequest and 
a $500,000 pure endowment grant were received. In April 
1989, a bank notified Lori that the bank received $10,000 
to be held in permanent trust by the bank. Lori is to receive 
the income from this donation.
29. Lori should record the $300,000 unrestricted bequest 
as
a. Nonoperating revenue.
b. Other operating revenue.
c. A direct credit to the fund balance.
d. A credit to operating expenses.
30. The $500,000 pure endowment grant
a. May be expended by the governing board only 
to the extent of the principal since the income 
from this fund must be accumulated.
b. Should be reported as nonoperating revenue 
when the full amount of principal is expended.
c . Should be recorded as a memorandum entry only.
d . Should be accounted for as restricted funds upon 
receipt.
31. The $10,000 donation being held by the bank in per­
manent trust should be
a . Recorded in Lori’s restricted endowment fund.
b. Recorded by Lori as nonoperating revenue.
c. Recorded by Lori as other operating revenue.
d. Disclosed in notes to Lori’s financial statements.
Items 32 through 34 are based on the following informa­
tion pertaining to Cabal University as of June 3 0 , 1989 and 
for the year then ended:
Unrestricted current funds comprised $7,500,000 of 
assets and $4,500,000 of liabilities (including deferred 
revenues of $150,000). Among the receipts recorded during 
the year were unrestricted gifts of $550,000 and restricted 
grants totaling $330,000, of which $220,000 was expended 
during the year for current operations and $110,000 
remained unexpended at the close of the year.
Volunteers from the surrounding communities 
regularly contribute their services to Cabal and are paid 
nominal amounts to cover their travel costs. During the 
year, the total amount paid to these volunteers aggregated 
$18,000. The gross value of services performed by them, 
determined by reference to equivalent wages available in 
that area for similar services, amounted to $200,000.
32. At June 30, 1989, the fund balance of Cabal’s 
unrestricted current funds was
a. $7,500,000
b. $3,150,000
c. $3,000,000
d. $2,850,000
33. For the year ended June 3 0 , 1989, what amount should 
be included in Cabal’s current funds revenues for the 
unrestricted gifts and restricted grants?
a. $550,000
b. $660,000
c. $770,000
d. $880,000
34. For the year ended June 3 0 , 1989, what amount should 
Cabal record as expenditures for the volunteers’ services?
a. $218,000
b. $200,000
c. $ 18,000
d. $0
35. In 1988, Beech City issued $400,000 of bonds, the 
proceeds of which were restricted to the financing of a 
capital project. The bonds will be paid wholly from special 
assessments against benefited property owners. However, 
Beech is obligated to provide a secondary source of funds 
for repayment of the bonds in the event of default by the 
assessed property owners. In Beech’s general purpose 
financial statements, this $400,000 special assessment debt 
should
a. Not be reported.
b. Be reported in the special assessment fund.
c. Be reported in the general long-term debt account 
group.
d. Be reported in an agency fund.
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40. Kew City issued the following long-term obligations:
Items 36 through 38 are based on the following 
information pertaining to Rega Foundation, a voluntary 
welfare organization funded by contributions from the 
general public:
During 1988, unrestricted pledges of $600,000 were 
received, of which it was estimated that $72,000 would be 
uncollectible. By the end of 1988, $480,000 of the pledges 
had been collected, and it was expected that an additional 
$48,000 of these pledges would be collected in 1989, with 
the balance to be written off as uncollectible. Donors did 
not specify any periods during which the donations were 
to be used.
Also during 1988, Rega sold a computer for $18,000. 
Its cost was $21,000 and its book value was $15,000. Rega 
made the correct entry to record the gain on sale.
36. What amount should Rega include under public sup­
port in 1988 for net contributions?
a. $480,000
b. $528,000
c. $531,000
d. $600,000
37. In addition to the entry recording the gain on sale of 
the computer, the other accounts that Rega should debit and 
credit in connection with this sale are
Debit Credit
a. Current unrestricted Fund balance—
funds undesignated
b. Excess revenues control Sale of equipment
c. Fund balance— Fund balance—
unexpended expended
d. Fund balance— Fund balance—
expended unexpended
38. The amount that should be debited and credited for 
the additional entry in connection with the sale of the
computer is
a. $ 3,000
b. $15,000
c. $18,000
d. $21,000
39. The following fund types used by Green Township 
had total assets at June 30, 1989 as follows:
Agency funds $ 300,000
Debt service funds 1,000,000
Total fiduciary fund assets amount to
a. $0
b. $ 300,000
c. $1,000,000
d. $1,300,000
Revenue bonds to be repaid from 
admission fees collected from
users of the city swimming pool $1,000,000
General obligation bonds issued 
for the city water and sewer fund 
which will service the debt 1,800,000
Although the above-mentioned bonds are expected to be 
paid from enterprise funds, the full faith and credit of the 
city has been pledged as further assurance that the obliga­
tions will be paid. What amount of these bonds should be 
accounted for in the general long-term debt account group?
a. $0
b. $1,000,000
c. $1,800,000
d. $2,800,000
Number 3 (Estimated t im e ----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to the federal taxation of individuals, estates, and 
trusts. The answers should be based on the Internal 
Revenue Code and Tax Regulations in effect for the tax 
period specified in the item. If  no tax period is specified, 
use the current Internal Revenue Code and Tax 
Regulations.
Items to be Answered
41. In 1989, Ruth Lee sold a painting for $25,000 that 
she had bought for her personal use in 1979 at a cost of 
$10,000. In her 1989 return, Lee should treat the sale of 
the painting as a transaction resulting in
a. Ordinary income.
b. Long-term capital gain.
c. Section 1231 gain.
d. No taxable gain.
42. The following information pertains to the sale of Al 
Oran’s principal residence:
Date of sale May 1989
Date of purchase May 1979
Net sales price $260,000
Adjusted basis $ 70,000
In June 1989, Oran (age 70) bought a smaller residence for 
$90,000. Oran elected to avail himself of the exclusion of 
realized gain available to taxpayers age 55 and over. What 
amount of gain should Oran recognize in 1989 on the sale 
of his residence?
a. $45,000
b. $65,000
c. $70,000
d. $90,000
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Items 43 through 51 are based on the following selected 
1988 information pertaining to Sam and Ann Hoyt, who 
filed a joint federal income tax return for the calendar year 
1988:
Sam — age 72; normal vision.
Ann — age 67; legally blind.
Adjusted gross income — $34,000.
The Hoyts itemized their deductions.
Among the Hoyts’ cash receipts during 1988 were the 
following:
$1,000 dividends from taxable domestic corporations on 
stocks held in Sam’s name.
$4,000 net proceeds from sale of 100 shares of listed 
corporation stock bought in 1980 for $9,000. The Hoyts 
had no other capital gains or losses in the current or prior 
years.
$6,000 first installment on a $75,000 life insurance policy 
payable to Ann in annual installments of $6,000 each over 
a 15-year period, as beneficiary of the policy on her uncle, 
who died in 1987.
Among the Hoyts’ cash expenditures during 1988 were the 
following:
$2,000 transportation expenses required under the terms 
of Sam’s employment contract were paid by Sam, an 
outside salesman. No reimbursement was received. 
$2,500 repairs in connection with 1988 fire damage to the 
Hoyt residence. This property has a basis of $50,000. Fair 
market value was $60,000 before the fire and $55,000 
after the fire. Insurance on the property had lapsed in 
1987 for nonpayment of premium.
$800 appraisal fee to determine amount of fire loss. 
$3,000 real estate tax on residence; $400 state and city sales 
taxes; $900 state income tax.
$100 contribution to a recognized political party.
43. How many personal exemptions were the Hoyts 
entitled to claim on their 1988 return?
a. 2
b. 3
c. 4
d. 5
44. What was the taxable amount of dividends on Hoyts’ 
1988 return?
a. $1,000
b. $ 900
c. $ 800
d. $ 700
45. What was the allowable amount of long-term capital 
loss that the Hoyts could offset against ordinary income on 
their 1988 return?
a. $0
b. $2,500
c. $3,000
d. $5,000
46. What portion of the $6,000 installment on the life 
insurance policy is excludible from 1988 gross income in 
arriving at Hoyts’ adjusted gross income?
a. $0
b. $1,000
c. $5,000
d. $6,000
47. What amount of the $100 political contribution were 
the Hoyts entitled to claim as a credit against their 1988 tax?
a. $0
b. $ 25
c. $ 50
d. $100
48. What amount of fire loss were the Hoyts entitled to 
deduct as an itemized deduction on their 1988 return?
a. $5,000
b. $2,500
c. $1,600
d. $1,500
49. What total amount was deductible for taxes on Hoyts’ 
1988 return?
a. $4,300
b. $3,900
c. $3,400
d. $3,000
50. The unreimbursed employee’s transportation 
expenses paid by Sam in 1988 were
a. Deductible from gross income in arriving at 
adjusted gross income.
b . Subject to the 2% of adjusted gross income floor 
for miscellaneous itemized deductions.
c. Fully deductible as an itemized deduction.
d. Not deductible.
51. The appraisal fee to determine the amount of Hoyts’ 
fire loss was
a. Deductible from gross income in arriving at 
adjusted gross income.
b . Subject to the 2% of adjusted gross income floor 
for miscellaneous itemized deductions.
c. Deductible after reducing the amount by $100.
d. Not deductible.
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52. On June 1, 1988, Ben Rork sold 500 shares of Kul 
Corp. stock. Rork had received this stock on May 1 ,  1988 
as a bequest from the estate of his uncle, who died on 
March 1 ,  1988. Rork’s basis was determined by reference 
to the stock’s fair market value on March 1 ,  1988. Rork’s 
holding period for this stock was
a. Short-term.
b. Long-term.
c . Short-term if sold at a gain; long-term if sold at 
a loss.
d. Long-term if sold at a gain; short-term if sold at 
a loss.
53. If a taxpayer qualifies for the earned income credit, 
such credit may
a. Be carried back or forward if unused.
b. Be subtracted from adjusted gross income to 
arrive at taxable income.
c . Result in a refund even if the taxpayer had no tax 
withheld from wages.
d. Result in a refund only if the taxpayer had tax 
withheld from wages.
54. With regard to the passive loss rules involving rental 
real estate activities, which one of the following statements 
is correct?
a. The term “ passive activity” includes any ren­
tal activity without regard as to whether or not 
the taxpayer materially participates in the 
activity.
b. Gross investment income from interest and 
dividends not derived in the ordinary course of 
a trade or business is treated as passive activity 
income that can be offset by passive rental activity 
losses when the “ active participation”  
requirement is not met.
c. Passive rental activity losses may be deducted 
only against passive income, but passive rental 
activity credits may be used against tax 
attributable to nonpassive activities.
d. The passive activity rules do not apply to tax­
payers whose adjusted gross income is $300,000 
or less.
55. A married couple filed their joint 1988 calendar-year 
return on March 15, 1989 and attached a check for the 
balance of tax due as shown on the return. On June 15, 1989, 
the couple discovered that they had failed to include $2,000 
of home mortgage interest in their itemized deductions. In 
order for the couple to recover the tax that they would have 
saved by using the $2,000 deduction, they must file an 
amended return no later than
a. December 31, 1991.
b. March 15, 1992.
c. April 15, 1992.
d. June 15, 1992.
56. On April 1 5 , 1989, a married couple filed their joint 
1988 calendar-year return showing gross income of 
$80,000. Their return had been prepared by a professional 
tax preparer who mistakenly omitted $30,000 of income 
which, in good faith, the preparer considered to be non- 
taxable. No information with regard to this omitted income 
was disclosed on the return or attached statements. By what 
date must the Internal Revenue Service assert a notice of 
deficiency before the statute of limitations expires?
a. December 31, 1991.
b. April 15, 1992.
c. December 31, 1994.
d. April 15, 1995.
57. If no extensions of time for filing were granted, within 
how many months after the date of a decedent’s death is 
the required federal estate tax return due?
a. 3 ½
b. 4 ½
c. 6
d. 9
58. If an individual donor makes a gift of future interest 
whereby the donee is to receive possession of the gift at 
some future time, the annual exclusion for gift tax purposes 
is
a. $0
b. $ 3,000
c. $ 5,000
d. $10,000
59. Eng and Lew, both U.S. citizens, died in 1989. Eng 
made taxable lifetime gifts of $100,000 that are not included 
in Eng’s gross estate. Lew made no lifetime gifts. At the 
dates of death, Eng’s gross estate was $300,000, and Lew’s 
gross estate was $400,000. A federal estate tax return must 
be filed for
Eng Lew
a. No No
b. No Yes
c. Yes No
d. Yes Yes
60. With regard to the federal estate tax, the alternate 
valuation date
a. Is required to be used if the fair market value of 
the estate’s assets has increased since the dece­
dent’s date of death.
b . If elected on the first return filed for the estate, 
may be revoked in an amended return provided 
that the first return was filed on time.
c. Must be used for valuation of the estate’s 
liabilities if such date is used for valuation of the 
estate’s assets.
d . Can be elected only if its use decreases both the 
value of the gross estate and the estate tax 
liability.
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Number 4 (Estimated tim e----- 45 to 55 minutes)
The following adjusted accounts appeared in the 
records of Elm Corp., an accrual basis corporation, for the 
year ended December 31 1988. Numbers in brackets refer 
to the items in Additional information.
Revenues and gains
Net sales $5,500,000 [1]
Dividends 10,000 [2]
Interest 4,000 [3]
Gain on sale of stock 6,000 [4]
Equity in earnings of 
Luz Partnership 50,000 [5]
Key-man life insurance 
proceeds 200,000 [6]
Tax refund 3,000 [7]
Total 5,773,000
Costs and expenses
Cost of goods sold 3,900,000 [8]
Salaries and wages 571,000 [9]
Doubtful accounts 15,000 [10]
Taxes 100,000 [11]
Interest 20,000 [12]
Contributions 175,000 [13]
Depreciation 90,000 [14]
Other 30,000 [15]
Federal income tax 193,000 [16]
Total 5,094,000
Net income $ 679,000
Additional information:
[1] Trade accounts receivable at December 3 1 , 1988 and 
at December 31, 1987 amounted to $300,000 and 
$180,000, respectively.
[2] Dividends were declared and paid in 1988 by an 
unrelated taxable domestic corporation whose 
securities are traded on a major stock exchange.
[3] Interest revenue comprises interest on municipal 
bonds issued in 1982 and purchased by Elm in the 
open market in 1988.
[4] Gain on sale of stock arose from the following pur­
chase and sale of stock in an unrelated corporation 
listed on a major stock exchange:
Bought in 1980 Cost $12,000
Sold in 1988 Proceeds of sale 18,000
[5] Elm owns 50% of Luz Partnership. The other 50% 
is owned by an unrelated individual. Luz reported the 
following tax information to Elm:
Elm’s share of:
Partnership ordinary income $63,000
Net long-term capital loss (13,000)
[6] Elm owned the key-man life insurance policy, paid 
the premiums, and was the direct beneficiary. The 
proceeds were collected on the death of Elm’s 
controller.
Number 4 (continued)
[7] The tax refund arose from Elm’s overpayment of 
federal income tax on the 1986 return.
[8] Cost of goods sold relates to Elm’s net sales.
[9] Salaries and wages includes officers’ compensation 
of $125,000.
[10] Doubtful accounts expense represents an addition to 
Elm’s allowance for doubtful accounts based on an 
aging schedule whereby Elm ‘‘reserves’’ all accounts 
receivable over 120 days for book purposes. The 
balance in Elm’s allowance for doubtful accounts was 
$142,000 at December 31, 1988. Actual bad debts 
written off in 1988 amounted to $9,000. Elm’s 
allowance for doubtful accounts at December 31, 
1986 (at the beginning of the first year of the tax law 
change) was $120,000.
[11] Taxes comprise payroll taxes and property taxes.
[12] Interest expense resulted from borrowings for work­
ing capital purposes.
[13] Contributions were all paid in 1988 to State 
University, specifically designated for the purchase 
of computers.
[14] Elm has always used straight-line depreciation for 
both book and tax purposes.
[15] Other expenses include premiums of $12,000 on the 
key-man life insurance policy covering the controller.
[16] Federal income tax is the amount estimated and 
accrued before preparation of the return.
Required:
Prepare a schedule of taxable income as it should 
appear on Elm’s 1988 federal income tax return. Show all 
items required to be included in the return. Assume that 
the alternative minimum tax is less than the regular tax. Any 
possible optional treatment should be resolved in a man­
ner that will minimize Elm’s 1988 taxable income.
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Number 5 (Estimated tim e----- 40 to 50 minutes) Number 5 (continued)
The following information pertains to the pricing and 
delivery functions of Tapa Wholesale Company:
Number of sales made to customers 
in 1988 20,000
Average number of items per sale 
in 1988 4
Number of sales projected for 1989 24,000
Average number of items per sale projected 
for 1989 5
Sales invoices are priced by clerks whose wage rate is $6.00 
per hour. Labor negotiations have resulted in a 10% 
increase in the hourly rate for 1989. It is expected that 
Tapa’s pricing function will operate at the same level of 
productivity in 1989 as it did in 1988. Payroll tax rates and 
workers’ compensation insurance rates will be the same in 
1989 as in 1988. Prices for various items of supplies are 
expected to be the same in 1989 as in 1988.
The following costs were charged to Tapa’s pricing 
function in 1988:
Variable:
Wages $40,000
Payroll taxes 4,000
Workers’ compensation insurance 2,000
Supplies 1,000
Total variable 47,000
Fixed 3,400
Total costs $50,400
Fixed costs are allocated equally to all units. Except for 
delivery costs, all variable costs vary directly with the 
number of items priced. Supplies increase in proportion to 
the increase in the number of items priced. Tapa sells three 
products: Arcil, Balo, and Cacha. Differences in size and 
weight among these products affect variable delivery costs. 
For example, truck capacity is 10 units of Arcil, or 5 units 
of Balo, or 4 units of Cacha. Units projected to be delivered 
in 1989 are as follows:
Arcil 60,000
Balo 40,000
Cacha 20,000
Total 120,000
Projected 1989 costs for the delivery function are as follows:
Variable $228,000
Fixed 30,000
Required:
a. Prepare the 1989 budget of all costs for Tapa’s 
pricing function.
b. Prepare a schedule showing the 1989 standard 
delivery cost per unit of each of the three products sold by 
Tapa.
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EXAMINATION IN AUDITING
May 4, 1989; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required: Value Minimum Maximum
No. 1 ............................................................. .................................. 60 90 110
No. 2 ............................................................. .................................. 10 15 25
No. 3 ............................................................. .................................. 10 15 25
No. 4 ............................................................. .................................. 10 15 25
No. 5 ............................................................. .................................. 10 15 25
T o ta l....................................................... .................................. 100 150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued”  at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are com puter-graded, your
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet to 
indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
3. According to the profession’s ethical standards, an 
auditor would be considered independent in which of the 
following instances?
a. The auditor’s checking account, which is fully 
insured by a federal agency, is held at a client 
financial institution.
b. The auditor is also an attorney who advises the 
client as its general counsel.
c. An employee of the auditor donates service as 
treasurer of a charitable organization that is a 
client.
d. The client owes the auditor fees for two 
consecutive annual audits.
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all property and equipment acquired dur­
ing the year.
b. Charge fair fees based on cost.
c. Exercise due professional care in the perfor­
mance of the audit.
d. Count client petty cash funds.
Answer Sheet 
96  
4. A CPA firm’s quality control procedures pertaining 
to the acceptance of a prospective audit client would most 
likely include
a. Inquiry o f management as to whether 
disagreements between the predecessor auditor 
and the prospective client were resolved 
satisfactorily.
b. Consideration of whether sufficient competent 
evidential matter may be obtained to afford a 
reasonable basis for an opinion.
c . Inquiry of third parties, such as the prospective 
client’s bankers and attorneys, about information 
regarding the prospective client and its 
management.
d. Consideration of whether the internal control 
structure is sufficiently effective to permit a 
reduction in the extent of required substantive 
tests.
Items to be Answered
5. Which of the following audit risk components may 
be assessed in nonquantitative terms?
1. Each of the following might, by itself, form a valid 
basis for an auditor to decide to omit a test except for the
a. Difficulty and expense involved in testing a par­
ticular item.
b. Degree of reliance on the relevant internal 
controls.
c. Relative risk involved.
d. Relationship between the cost of obtaining 
evidence and its usefulness.
2. Which of the following bodies promulgates standards 
for audits of federal financial assistance recipients?
a. Governmental Accounting Standards Board.
b. Financial Accounting Standards Board.
c. General Accounting Office.
d. Governmental Auditing Standards Board.
Inherent Control Detection
risk risk risk
a. Yes Yes No
b. Yes No Yes
c. No Yes Yes
d. Yes Yes Yes
6. The development of constructive suggestions to a 
client for improvements in its internal control structure is
a. Addressed by the auditor only during a special 
engagement.
b . As important as establishing a basis for reliance 
on the internal control structure.
c . A requirement of the auditor’s consideration of 
the internal control structure.
d. A desirable by-product of an audit engagement.
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7. Which of the following statements best describes how 
a detailed audit program of a CPA who is engaged to audit 
the financial statements of a large publicly held company 
compares with the audit client’s comprehensive internal 
audit program?
a. The comprehensive internal audit program is 
substantially identical to the audit program used 
by the CPA because both cover substantially iden­
tical areas.
b . The comprehensive internal audit program is less 
detailed and covers fewer areas than would nor­
mally be covered by the CPA.
c. The comprehensive internal audit program is 
more detailed and covers areas that would nor­
mally not be covered by the CPA.
d. The comprehensive internal audit program is 
more detailed although it covers fewer areas than 
would normally be covered by the CPA.
8. A s a result of tests of controls, an auditor overrelied 
on internal control and decreased substantive testing. This 
overreliance occurred because the true deviation rate in the 
population was
a . Less than the risk of overreliance on the auditor’s 
sample.
b. Less than the deviation rate in the auditor’s 
sample.
c. More than the risk of overreliance on the 
auditor’s sample.
d. More than the deviation rate in the auditor’s 
sample.
9. A procedure that would most likely be used by an 
auditor in performing tests of control procedures that 
involve segregation of functions and that leave no trans­
action trail is
a. Inspection.
b. Observation.
c. Reperformance.
d. Reconciliation.
10. Which of the following is not a reason an auditor 
should obtain an understanding of the elements of an entity’s 
internal control structure in planning an audit?
a. Identify the types of potential misstatements that 
can occur.
b. Design substantive tests.
c . Consider the operating effectiveness of the inter­
nal control structure.
d. Consider factors that affect the risk of material 
misstatements.
11. Which of the following is not an element of an entity’s 
internal control structure?
a. Control risk.
b. Control procedures.
c. The accounting system.
d. The control environment.
12. Errors in data processed in a batch computer system 
may not be detected immediately because
a. Transaction trails in a batch system are available 
only for a limited period of time.
b . There are time delays in processing transactions 
in a batch system.
c. Errors in some transactions cause rejection of 
other transactions in the batch.
d . Random errors are more likely in a batch system 
than in an on-line system.
13. When EDP programs or files can be accessed from 
terminals, users should be required to enter a(an)
a. Parity check.
b. Personal identification code.
c. Self-diagnosis test.
d. Echo check.
14. When goods are received, the receiving clerk should 
match the goods with the
a. Purchase order and the requisition form.
b. Vendor’s invoice and the receiving report.
c. Vendor’s shipping document and the purchase 
order.
d. Receiving report and the vendor’s shipping 
document.
15. The mailing of disbursement checks and remittance 
advices should be controlled by the employee who
a. Signed the checks last.
b. Approved the vouchers for payment.
c. Matched the receiving reports, purchase orders, 
and vendors’ invoices.
d. Verified the mathematical accuracy of the 
vouchers and remittance advices.
16. An auditor who is testing EDP controls in a payroll 
system would most likely use test data that contain condi­
tions such as
a. Deductions not authorized by employees.
b. Overtime not approved by supervisors.
c. Time tickets with invalid job numbers.
d. Payroll checks with unauthorized signatures.
17. The purpose of segregating the duties of hiring per­
sonnel and distributing payroll checks is to separate the
a. Administrative controls from the internal 
accounting controls.
b . Human resources function from the controller­
ship function.
c . Operational responsibility from the record keep­
ing responsibility.
d. Authorization of transactions from the custody 
of related assets.
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18. Independent internal verification of inventory occurs 
when employees who
a. Issue raw materials obtain material requisitions 
for each issue and prepare daily totals of materials 
issued.
b. Compare records of goods on hand with physical 
quantities do not maintain the records or have 
custody of the inventory.
c . Obtain receipts for the transfer of completed work 
to finished goods prepare a completed produc­
tion report.
d . Are independent of issuing production orders up­
date records from completed job cost sheets and 
production cost reports on a timely basis.
19. When there are numerous property and equipment 
transactions during the year, an auditor planning to assess 
control risk at the minimum level usually plans to obtain 
an understanding of the internal control structure and to 
perform
a. Tests of controls and extensive tests of property 
and equipment balances at the end of the year.
b. Extensive tests of current year property and 
equipment transactions.
c. Tests of controls and limited tests of current year 
property and equipment transactions.
d. Analytical procedures for property and equip­
ment balances at the end of the year.
20. Which of the following statements is correct concern­
ing an auditor’s communication of internal control struc­
ture related matters (reportable conditions) noted in an 
audit?
a. The auditor may issue a written report to the audit 
committee representing that no reportable con­
ditions were noted during the audit.
b . Reportable conditions should be recommunicated 
each year even if the audit committee has 
acknowledged its understanding of such 
deficiencies.
c . Reportable conditions may not be communicated 
in a document that contains suggestions regard­
ing activities that concern other topics such as 
business strategies or administrative efficiencies.
d . The auditor may choose to communicate signifi­
cant internal control structure related matters 
either during the course of the audit or after the 
audit is concluded.
21. An accountant’s report expressing an opinion on an 
entity’s internal controls should contain a
a. Statement that the entity’s internal controls are 
consistent with that of the prior year after giv­
ing effect to subsequent changes.
b. Brief explanation of the broad objectives and 
inherent limitations of internal control.
c . Description of the principal controls that protect 
assets against loss from unauthorized use or 
disposition.
d . Statement that the engagement was conducted in 
accordance with generally accepted auditing 
standards.
22. An independent accountant, without auditing an 
entity’s financial statements, may accept an engagement 
to express an opinion on the entity’s internal controls in 
effect
As o f a 
specified date
During a specified 
period o f time
a. Yes Yes
b. Yes No
c. No Yes
d. No No
23. An auditor who uses statistical sampling for attributes 
in testing internal controls should reduce the planned 
reliance on a prescribed control when the
a . Sample rate of deviation is less than the expected 
rate of deviation used in planning the sample.
b. Tolerable rate less the allowance for sampling 
risk exceeds the sample rate of deviation.
c. Sample rate of deviation plus the allowance for 
sampling risk exceeds the tolerable rate.
d. Sample rate of deviation plus the allowance for 
sampling risk equals the tolerable rate.
24. Which of the following factors is generally not con­
sidered in determining the sample size for a test of controls?
a. Population size.
b. Tolerable rate.
c. Risk of overreliance.
d. Expected population deviation rate.
25. An advantage of using statistical over nonstatistical 
sampling methods in tests of controls is that the statistical 
methods
a. Afford greater assurance than a nonstatistical 
sample of equal size.
b. Provide an objective basis for quantitatively 
evaluating sample risks.
c. Can more easily convert the sample into a dual- 
purpose test useful for substantive testing.
d . Eliminate the need to use judgment in determin­
ing appropriate sample sizes.
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26. The concept of materiality would be least important 
to an auditor when considering the
a. Effects of a direct financial interest in the client 
upon the CPA’s independence.
b . Decision whether to use positive or negative con­
firmations of accounts receivable.
c . Adequacy of disclosure of a client’s illegal act.
d. Discovery of weaknesses in a client’s internal 
control structure.
27. The primary objective of analytical procedures used 
in the final review stage of an audit is to
a. Obtain evidence from details tested to corroborate 
particular assertions.
b. Identify areas that represent specific risks rele­
vant to the audit.
c . Assist the auditor in assessing the validity of the 
conclusions reached.
d. Satisfy doubts when questions arise about a 
client’s ability to continue in existence.
28. To help plan the nature, timing, and extent of substan­
tive auditing procedures, preliminary analytical procedures 
should focus on
a. Enhancing the auditor’s understanding of the 
client’s business and events that have occurred 
since the last audit date.
b. Developing plausible relationships that cor­
roborate anticipated results with a measurable 
amount of precision.
c. Applying ratio analysis to externally generated 
data such as published industry statistics or price 
indices.
d . Comparing recorded financial information to the 
results of other tests of transactions and balances.
29. Cooper, CPA, is auditing the financial statements of 
a small rural municipality. The receivable balances repre­
sent residents’ delinquent real estate taxes. The internal con­
trol structure at the municipality is weak. To determine the 
existence of the accounts receivable balances at the balance 
sheet date, Cooper would most likely
a. Send positive confirmation requests.
b. Send negative confirmation requests.
c. Examine evidence of subsequent cash receipts.
d . Inspect the internal records such as copies of the 
tax invoices that were mailed to the residents.
30. An auditor would most likely verify the interest earned 
on bond investments by
a. Vouching the receipt and deposit of interest 
checks.
b . Confirming the bond interest rate with the issuer 
of the bonds.
c . Recomputing the interest earned on the basis of 
face amount, interest rate, and period held.
d. Testing the internal controls over cash receipts.
31. Which of the following most likely would be detected 
by an auditor’s review of a client’s sales cut-off?
a. Unrecorded sales for the year.
b. Lapping of year-end accounts receivable.
c. Excessive sales discounts.
d. Unauthorized goods returned for credit.
32. Auditors should request that an audit client send a let­
ter of inquiry to those attorneys who have been consulted 
concerning litigation, claims, or assessments. The primary 
reason for this request is to provide
a. Information concerning the progress of cases to 
date.
b. Corroborative evidential matter.
c . An estimate of the dollar amount of the probable 
loss.
d. An expert opinion as to whether a loss is possible, 
probable, or remote.
33. Tracing selected items from the payroll register to 
employee time cards that have been approved by super­
visory personnel provides evidence that
a. Internal controls relating to payroll disburse­
ments were operating effectively.
b. Payroll checks were signed by an appropriate 
officer independent of the payroll preparation 
process.
c . Only bona fide employees worked and their pay 
was properly computed.
d. Employees worked the number of hours for 
which their pay was computed.
34. A written client representation letter most likely would 
be an auditor’s best source of corroborative information 
of a client’s plans to
a. Terminate an employee pension plan.
b. Make a public offering of its common stock.
c . Settle an outstanding lawsuit for an amount less 
than the accrued loss contingency.
d. Discontinue a line of business.
35. In an audit of contingent liabilities, which of the 
following procedures would be least effective?
a. Reviewing a bank confirmation letter.
b. Examining customer confirmation replies.
c. Examining invoices for professional services.
d. Reading the minutes of the board of directors.
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Items 36 and 37 are based on the following:
Miles Company 
Bank Transfer Schedule
December 31, 1988
Check Bank Accounts Date disbursed per Date deposited per
Number From To Amount Books Bank Books Bank
2020 1st Natl. Suburban $32,000 12/31 1/5 ♦ 12/31 1/3 A
2021 1st Natl. Capital 21,000 12/31 1/4 ♦ 12/31 1/3 A
3217 2nd State Suburban 6,700 1/3 1/5 1/3 1/6
0659 Midtown Suburban 5,500 12/30 1/5 ♦ 12/30 1/3 A
36. The tick mark ♦  most likely indicates that the amount 
was traced to the
a. December cash disbursements journal.
b. Outstanding check list of the applicable bank 
reconciliation.
c. January cash disbursements journal.
d. Year-end bank confirmations.
37. The tick mark ▲ most likely indicates that the amount 
was traced to the
a. Deposits in transit of the applicable bank 
reconciliation.
b . December cash receipts journal.
c. January cash receipts journal.
d. Year-end bank confirmations.
38. Which of the following is not a major reason why an 
accounting audit trail should be maintained for a computer 
system?
a. Monitoring purposes.
b. Analytical procedures.
c. Query answering
d. Deterrent to irregularities.
39. Which of the following computer-assisted auditing 
techniques allows fictitious and real transactions to be pro­
cessed together without client operating personnel being 
aware of the testing process?
a. Parallel simulation.
b. Generalized audit software programming.
c. Integrated test facility.
d. Test data approach.
40. In a probability-proportional-to-size sample with a 
sampling interval of $10,000, an auditor discovered that 
a selected account receivable with a recorded amount of 
$5,000 had an audit amount of $2,000. The projected error 
of this sample was
a. $3,000
b. $4,000
c. $6,000
d. $8,000
41. An auditor is performing substantive tests of pricing 
and extensions of perpetual inventory balances consisting 
of a large number of items. Past experience indicates 
numerous pricing and extension errors. Which of the 
following statistical sampling approaches is most 
appropriate?
a. Unstratified mean-per-unit.
b . Probability-proportional-to-size.
c. Stop or go.
d. Ratio estimation.
31
Examination Questions — May 1989
42. An auditor searching for related party transactions 
should obtain an understanding of each subsidiary’s rela­
tionship to the total entity because
a. This may permit the audit of intercompany 
account balances to be performed as of concur­
rent dates.
b. Intercompany transactions may have been con­
summated on terms equivalent to arm’s-length 
transactions.
c . This may reveal whether particular transactions 
would have taken place if the parties had not been 
related.
d. The business structure may be deliberately 
designed to obscure related party transactions.
43. A typical objective of an operational audit is to 
determine whether an entity’s
a. Internal control structure is adequately operating 
as designed.
b. Operational information is in accordance with 
generally accepted governmental auditing 
standards.
c. Financial statements present fairly the results of 
operations.
d. Specific operating units are functioning 
efficiently and effectively.
44. An auditor concludes that the omission of a substan­
tive procedure considered necessary at the time of the 
examination may impair the auditor’s present ability to sup­
port the previously expressed opinion. The auditor need 
not apply the omitted procedure if
a . The risk of adverse publicity or litigation is low.
b. The results of other procedures that were applied 
tend to compensate for the procedure omitted.
c. The auditor’s opinion was qualified because of 
a departure from generally accepted accounting 
principles.
d. The results of the subsequent period’s tests of 
controls make the omitted procedure less 
important.
45. One of the conditions required for an accountant to 
submit a written personal financial plan containing 
unaudited financial statements to a client without comply­
ing with the requirements of SSARS 1 (Compilation and 
Review of Financial Statements) is that the
a. Client agrees that the financial statements will not 
be used to obtain credit.
b. Accountant compiled or reviewed the client’s 
financial statements for the immediate prior year.
c . Engagement letter acknowledges that the finan­
cial statements will contain departures from 
generally accepted accounting principles.
d . Accountant expresses limited assurance that the 
financial statements are free of any material 
misstatements.
46. A limitation on the scope of an auditor’s examination 
sufficient to preclude an unqualified opinion will always 
result when management
a. Engages the auditor after the year-end physical 
inventory count is completed.
b. Fails to correct a material internal control 
weakness that had been identified during the prior 
year’s audit.
c . Refuses to furnish a management representation 
letter to the auditor.
d. Prevents the auditor from reviewing the work­
ing papers of the predecessor auditor.
47. An accountant has been asked to compile the finan­
cial statements of a nonpublic company on a prescribed form 
that omits substantially all the disclosures required by 
generally accepted accounting principles. If the prescribed 
form is a standard preprinted form adopted by the com­
pany’s industry trade association, and is to be transmitted 
only to such association, the accountant
a. Need not advise the industry trade association of 
the omission of all disclosures.
b. Should disclose the details of the omissions in 
separate paragraphs of the compilation report.
c. Is precluded from issuing a compilation report 
when all disclosures are omitted.
d. Should express limited assurance that the 
financial statements are free of material 
misstatements.
48. On September 3 0 , 1988, Miller was asked to reissue 
an auditor’s report, dated March 31, 1988, on a client’s 
financial statements for the year ended December 3 1 , 1987. 
Miller will submit the reissued report to the client in a docu­
ment that contains information in addition to the client’s 
basic financial statements. However, Miller discovered that 
the client suffered substantial losses on receivables resulting 
from conditions that occurred since March 3 1 , 1988. Miller 
should
a. Request the client to disclose the event in a 
separate, appropriately labeled note to the finan­
cial statements and reissue the original report with 
its original date.
b. Request the client to restate the financial 
statements and reissue the original report with a 
dual date.
c . Reissue the original report with its original date 
without regard to whether the event is disclosed 
in a separate note to the financial statements.
d. Not reissue the original report but issue a ‘‘sub­
ject to’’ qualified opinion that discloses the event 
in a separate explanatory paragraph.
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49. An auditor who qualifies an opinion because of an 
insufficiency of evidential matter should describe the limita­
tion in an explanatory paragraph. The auditor should also 
refer to the limitation in the
Scope Opinion Notes to the
paragraph paragraph financial statements
a. Yes No Yes
b. No Yes No
c. Yes Yes No
d. Yes Yes Yes
50. An auditor who conducts an examination in accor­
dance with generally accepted auditing standards and con­
cludes that the financial statements are fairly presented in 
accordance with a comprehensive basis of accounting other 
than generally accepted accounting principles, such as the 
cash basis of accounting, should issue a
a. Special report.
b. Disclaimer of opinion.
c. Review report.
d. Qualified opinion.
51. An auditor concludes that there is a material incon­
sistency in the other information in an annual report to 
shareholders containing audited financial statements. If the 
auditor concludes that the financial statements do not 
require revision, but the client refuses to revise or eliminate 
the material inconsistency, the auditor may
a. Issue an “ except for” qualified opinion after 
discussing the matter with the client’s board of 
directors.
b. Consider the matter closed since the other 
information is not in the audited financial 
statements.
c . Disclaim an opinion on the financial statements 
after explaining the material inconsistency in a 
separate explanatory paragraph.
d. Revise the auditor’s report to include a separate 
explanatory paragraph describing the material 
inconsistency.
52. An auditor may not issue a qualified opinion when
a . A scope limitation prevents the auditor from com­
pleting an important audit procedure.
b. The auditor’s report refers to the work of a 
specialist.
c . An accounting principle at variance with general­
ly accepted accounting principles is used.
d. The auditor lacks independence with respect to 
the audited entity.
53. Comfort letters ordinarily are addressed to
a. The Securities and Exchange Commission.
b. Underwriters of securities.
c. Creditor financial institutions.
d. The client’s audit committee.
54. Unaudited financial statements for the prior year 
presented in comparative form with audited financial 
statements for the current year should be clearly marked 
to indicate their status and
I. The report on the prior period should be reissued 
to accompany the current period report. 
II. The report on the current period should include as 
a separate paragraph a description of the respon­
sibility assumed for the prior period’s financial 
statements.
a. I only.
b. II only.
c. Both I and II.
d. Either I or II.
55. When a publicly-held company refuses to include in 
its audited financial statements any of the segment infor­
mation that the auditor believes is required, the auditor 
should issue a(an)
a. Unqualified opinion with a separate explanatory 
paragraph emphasizing the matter.
b. ‘‘Except for’’ qualified opinion because of inade­
quate disclosure.
c. Adverse opinion because of the lack of confor­
mity with generally accepted accounting 
principles.
d . Disclaimer of opinion because of the significant 
scope limitation.
56. Green Company uses the first-in, first-out method of 
costing for its international subsidiary’s inventory and the 
last-in, first-out method of costing for its domestic inven­
tory. The different costing methods would cause Green’s 
auditor to issue a report with an
a. Explanatory paragraph as to consistency.
b. “ Except for”  qualified opinion.
c. Opinion modified as to consistency.
d. Unqualified opinion.
57. An accountant’s standard report on a compilation of 
a projection should not include
a. A separate paragraph that describes the limita­
tions on the presentation’s usefulness.
b. A statement that a compilation of a projection is 
limited in scope.
c . A disclaimer of responsibility to update the report 
for events occurring after the report’s date.
d. A statement that the accountant expresses only 
limited assurance that the results may be 
achieved.
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58. An accountant may accept an engagement to apply 
agreed-upon procedures to prospective financial statements 
provided that
a. Distribution of the report is to be restricted to the 
specified users involved.
b. The prospective financial statements are also 
examined.
c . Responsibility for the adequacy of the procedures 
performed is taken by the accountant.
d . Negative assurance is expressed on the prospec­
tive financial statements taken as a whole.
Examination Questions — May 1989
59. When a client will not permit inquiry of outside legal 
counsel, the audit report will ordinarily contain a(an)
a. Disclaimer of opinion.
b. “ Except for” qualified opinion.
c. “ Subject to” qualified opinion.
d. Unqualified opinion with a separate explanatory 
paragraph.
60. An auditor may issue the standard audit report when 
the
a. Auditor refers to the findings of a specialist.
b . Financial statements are derived and condensed 
from complete audited financial statements that 
are filed with a regulatory agency.
c. Financial statements are prepared on the cash 
receipts and disbursements basis of accounting.
d . Principal auditor assumes responsibility for the 
work of another auditor.
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The auditors’ report below was drafted by a staff 
accountant of Turner & Turner, CPAs, at the completion 
of the audit of the financial statements of Lyon Computers, 
Inc., for the year ended March 31,  1989. It was submitted 
to the engagement partner who reviewed matters thoroughly 
and properly concluded that Lyon’s disclosures concern­
ing its ability to continue as a going concern for a reasonable 
period of time were adequate. Early application of State­
ment on Auditing Standards No. 59, The Auditor’s 
Consideration o f an Entity’s Ability to Continue as a Going 
Concern, was chosen by Turner & Turner.
To the Board of Directors of Lyon Computers, Inc.:
We have audited the accompanying balance sheet of 
Lyon Computers, Inc. as of March 3 1,  1989, and the other 
related financial statements for the year then ended. Our 
responsibility is to express an opinion on these financial 
statements based on our audit.
We conducted our audit in accordance with standards 
that require that we plan and perform the audit to obtain 
reasonable assurance about whether the financial statements 
are in conformity with generally accepted accounting prin­
ciples. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made 
by management.
Number 2 (Estimated tim e-----15 to 25 minutes) The accompanying financial statements have been 
prepared assuming that the Company will continue as a 
going concern. As discussed in Note X to the financial 
statements, the Company has suffered recurring losses from 
operations and has a net capital deficiency that raise substan­
tial doubt about its ability to continue as a going concern. 
We believe that management’s plans in regards to these mat­
ters, which are also described in Note X, will permit the 
Company to continue as a going concern beyond a 
reasonable period of time. The financial statements do not 
include any adjustments that might result from the outcome 
of this uncertainty.
In our opinion, subject to the effects on the financial 
statements of such adjustments, if any, as might have been 
required had the outcome of the uncertainty referred to in 
the preceding paragraph been known, the financial 
statements referred to above present fairly, in all material 
respects, the financial position of Lyon Computers, Inc., 
and the results of its operations and its cash flows in 
conformity with generally accepted accounting principles 
applied on a basis consistent with that of the preceding year.
Turner & Turner, CPAs 
April 28, 1989
Required:
Identify the deficiencies contained in the auditor’s 
report as drafted by the staff accountant. Group the defi­
ciencies by paragraph. Do not redraft the report.
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Taylor, CPA, has been engaged to audit the financial 
statements of Johnsons Coat Outlet, Inc., a medium-sized 
mail-order retail store that sells a wide variety of coats to 
the public.
Required:
Prepare the “ Shipments” segment of Taylor’s inter­
nal control questionnaire. Each question should elicit either 
a yes or no response.
Do not prepare questions relating to the cash receipts, 
sales returns and allowances, billing, inventory control, or 
other segments.
Use the following format:
Question Yes No
Number 3 (Estimated tim e-----15 to 25 minutes)
Number 4 (Estimated tim e -----15 to 25 minutes)
Edwards, CPA, is engaged to audit the financial 
statements of Matthews Wholesaling for the year ended 
December 31, 1988. Edwards obtained and documented 
an understanding of the internal control structure relating 
to the accounts receivable and assessed control risk relating 
to accounts receivable at the maximum level. Edwards 
requested and obtained from Matthews an aged accounts 
receivable schedule listing the total amount owed by each 
customer as of December 3 1 , 1988, and sent positive con­
firmation requests to a sample of the customers.
Required:
What additional substantive audit procedures should 
Edwards consider applying in auditing the accounts 
receivable?
Reed, CPA, accepted an engagement to audit the finan­
cial statements of Smith Company. Reed’s discussions with 
Smith’s new management and the predecessor auditor 
indicated the possibility that Smith’s financial statements 
may be misstated due to the possible occurrence of errors, 
irregularities, and illegal acts.
Required:
a. Identify and describe Reed’s responsibilities to 
detect Smith’s errors and irregularities. Do not identify 
specific audit procedures.
b. Identify and describe Reed’s responsibilities to 
report Smith’s errors and irregularities.
c. Describe Reed’s responsibilities to detect Smith’s 
material illegal acts. Do not identify specific audit 
procedures.
d. Describe Reed’s additional responsibilities to 
report on errors, irregularities, and illegal acts if this audit 
were one to which the requirements of Government Auditing 
Standards apply.
Number 5 (Estimated tim e-----15 to 25 minutes)
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EXAMINATION IN BUSINESS LAW
(Commercial Law)
May 5, 1989; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required: Value Minimum Maximum
No. 1 ............................................................. .................................. 60 110 130
No. 2 ............................................................. .................................. 10 15 20
No. 3 ............................................................. .................................. 10 15 20
No. 4 ............................................................. .................................. 10 15 20
No. 5 ............................................................. .................................. 10 15 20
T o ta l....................................................... .................................. 100 170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are com puter-graded, your
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet to 
indicate your answer. M ark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel
pipe at today’s quoted price for delivery two
months from today. Your acceptance must be
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. Krim, President and CEO of United Co., engaged 
Smith, CPA, to audit United’s financial statements so that 
United could secure a loan from First Bank. Smith issued 
an unqualified opinion on May 2 0 , 1988, but the loan was 
delayed. On August 5 ,  1988, on inquiry to Smith by First 
Bank, Smith, relying on Krim’s representation, made 
assurances that there was no material change in United’s 
financial status. Krim’s representation was untrue because 
of a material change which took place after May 2 0 , 1988. 
First relied on Smith’s assurances of no change. Shortly 
thereafter, United became insolvent. If First sues Smith for 
negligent misrepresentation, Smith will be found
a. Not liable, because Krim misled Smith, and a CPA 
is not responsible for a client’s untrue 
representations.
b. Liable, because Smith should have undertaken 
sufficient auditing procedures to verify the status 
of United.
c. Not liable, because Smith’s opinion only covers 
the period up to May 20.
d . Liable, because Smith should have contacted the 
chief financial officer rather than the chief 
executive officer.
Number 1 (Estimated tim e-----110 to 130 minutes) 2. If a stockholder sues a CPA for common law fraud 
based on false statements contained in the financial 
statements audited by the CPA, which of the following, if 
present, would be the CPA’s best defense?
a. The stockholder lacks privity to sue.
b. The false statements were immaterial.
c. The CPA did not financially benefit from the 
alleged fraud.
d. The contributory negligence of the client.
3. Tax preparers who aid and abet federal tax evasion 
are subject to
Injunction to be General federal
prohibited from  acting criminal
as tax preparers prosecution
a. No No
b. Yes No
c. No Yes
d. Yes Yes
4. Brown, CPA, helped Cook organize a partnership that 
was actually an abusive tax shelter. Brown induced clients 
to participate by making false statements concerning the 
allowability of deductions and tax credits. As a result of 
these activities, Cook derived $100,000 gross income and 
Brown derived $50,000 gross income. What is Brown’s 
federal statutory liability under the provision of the Internal 
Revenue Code specifically relating to promoting abusive 
tax shelters?
a. $ 10,000
b. $ 30,000
c. $ 50,000
d. $150,000
5. A CPA is permitted to disclose confidential client 
information without the consent of the client to
I. Another CPA who has purchased the CPA’s tax 
practice.
II. A successor CPA firm if the information concerns 
suspected tax return irregularities.
III. A voluntary quality control review board.
a. I and III only.
b. II and III only.
c. II only.
d. III only.
6. When CPAs fail in their duty to carry out their 
contracts for services, liability to clients may be based on
Breach o f contract Strict liability
a. Yes Yes
b. Yes No
c. No No
d. No Yes
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7. Which one of the following, if present, would sup­
port a finding of constructive fraud on the part of a CPA?
a. Privity of contract.
b. Intent to deceive.
c. Reckless disregard.
d. Ordinary negligence.
8. Burt, CPA, issued an unqualified opinion on the finan­
cial statements of Midwest Corp. These financial statements 
were included in Midwest’s annual report and Form 10-K 
filed with the SEC. As a result of Burt’s reckless disregard 
for GAAS, material misstatements in the financial 
statements were not detected. Subsequently, Davis pur­
chased stock in Midwest in the secondary market without 
ever seeing Midwest’s annual report or Form 10-K. Shortly 
thereafter, Midwest became insolvent and the price of the 
stock declined drastically. Davis sued Burt for damages 
based on Section 10(b) and Rule 10b-5 of the Securities 
Exchange Act of 1934. Burt’s best defense is that
a. There has been no subsequent sale for which a 
loss can be computed.
b. Davis did not purchase the stock as part of an 
initial offering.
c. Davis did not rely on the financial statements or 
Form 10-K.
d. Davis was not in privity with Burt.
9. Nast Corp. orally engaged Baker & Co., CPAs, to 
audit its financial statements. The management of Nast in­
formed Baker that it suspected the accounts receivable were 
materially overstated. Although the financial statements 
audited by Baker did, in fact, include a materially overstated 
accounts receivable balance, Baker issued an unqualified 
opinion. Nast relied on the financial statements in deciding 
to obtain a loan from Century Bank to expand its opera­
tions. Nast has defaulted on the loan and has incurred a 
substantial loss.
If Nast sues Baker for negligence in failing to discover 
the overstatement, Baker’s best defense would be that
a. Baker did not perform the audit recklessly or with 
an intent to deceive.
b. Baker was not in privity of contract with Nast.
c. The audit was performed by Baker in accordance 
with generally accepted auditing standards.
d . No engagement letter had been signed by Baker.
10. Gold, CPA, rendered an unqualified opinion on the 
1987 financial statements of Eastern Power Co. Egan pur­
chased Eastern bonds in a public offering subject to the 
Securities Act of 1933. The registration statement filed with 
the SEC included the financial statements. Gold is being 
sued by Egan under Section 11 of the Securities Act of 1933 
for the misstatements contained in the financial statements. 
To prevail, Egan must prove
Scienter Reliance
a. No No
b. No Yes
c. Yes No
d. Yes Yes
11. Pell is the principal and Astor is the agent in an agency 
coupled with an interest. In the absence of a contractual pro­
vision relating to the duration of the agency, who has the 
right to terminate the agency before the interest has expired?
Pell Astor
a. Yes Yes
b. No Yes
c. No No
d. Yes No
12. Neal, an employee of Jordan, was delivering mer­
chandise to a customer. On the way, Neal’s negligence 
caused a traffic accident that resulted in damages to a third 
party’s automobile. Who is liable to the third party?
Neal Jordan
a. No No
b. Yes Yes
c. Yes No
d. No Yes
13. Simmons, an agent for Jensen, has the express 
authority to sell Jensen’s goods. Simmons also has the 
express authority to grant discounts of up to 5% of list price. 
Simmons sold Hemple goods with a list price of $1,000 and 
granted Hemple a 10% discount. Hemple had not 
previously dealt with either Simmons or Jensen. Which of 
the following courses of action may Jensen properly take?
a. Seek to void the sale to Hemple.
b. Seek recovery of $50 from Hemple only.
c. Seek recovery of $50 from Simmons only.
d. Seek recovery of $50 from either Hemple or 
Simmons.
14. Rivers and Lee want to form a partnership. For the 
partnership agreement to be enforceable, it must be in 
writing if
a. Rivers and Lee reside in different states.
b . The agreement cannot be completed within one 
year from the date on which it will be entered 
into.
c. Either Rivers or Lee is to contribute more than 
$500 in capital.
d. The partnership intends to buy and sell real estate.
15. Cass is a general partner in Omega Company general 
partnership. Which of the following unauthorized acts by 
Cass will bind Omega?
a. Submitting a claim against Omega to arbitration.
b. Confessing a judgment against Omega.
c. Selling Omega’s goodwill.
d. Leasing office space for Omega.
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16. Kroll, Inc., a partner in JKL Partnership, assigns its 
interest in the partnership to Trell, who is not made a part­
ner. After the assignment, Trell asserts the rights to
I. Receive Kroll’s share of JKL’s profits and
II. Inspect JKL’s books and records.
Trell is correct as to which of the rights?
a. I only.
b. II only.
c. I and II.
d. Neither I nor II.
17. Generally, an estate is liable for which debts owed 
by the decedent at the time of death?
a. All of the decedent’s debts.
b . Only debts secured by the decedent’s property.
c. Only debts covered by the statute of frauds.
d. None of the decedent’s debts.
18. A trust agreement is silent on the allocation of the 
following trust receipts between principal and income:
• Cash dividends on investments
in common stock $1,000
•  Royalties from property subject
to depletion $2,000
What is the total amount of the trust receipts that should 
be allocated to trust income?
a. $0
b. $1,000
c. $2,000
d. $3,000
19. A personal representative of an estate would breach 
fiduciary duties if the personal representative
a. Combined personal funds with funds of the estate 
so that both could purchase treasury bills.
b. Represented the estate in a lawsuit brought 
against it by a disgruntled relative of the decedent.
c . Distributed property in satisfaction of the dece­
dent’s debts.
d. Engaged a non-CPA to prepare the records for 
the estate’s final accounting.
20. A trust was created in 1980 to provide funds for 
sending the settlor’s child through medical school. The trust 
agreement specified that the trust was to terminate in 1987. 
The child entered medical school in 1983, took a leave of 
absence in 1984, and died in 1986. This trust terminated in
a. 1983
b. 1984
c. 1986
d. 1987
21. Martin wrote Dali and offered to sell Dall a building 
for $200,000. The offer stated it would expire 30 days from 
April 1. Martin changed his mind and does not wish to be 
bound by his offer. If a legal dispute arises between the 
parties regarding whether there has been a valid acceptance 
of the offer, which one of the following is correct?
a. The offer cannot be legally withdrawn for the 
stated period of time.
b. The offer will not expire before the 30 days even 
if Martin sells the property to a third person and 
notifies Dall .
c. If Dall categorically rejects the offer on April 10, 
Dall cannot validly accept within the remaining 
stated period of time.
d. If Dall phoned Martin on May 3, and un­
equivocally accepted the offer, a contract would 
be created, provided that Dall had no notice of 
withdrawal of the offer.
22. Which of the following statements concerning the 
effectiveness of an offeree’s rejection and an offeror’s 
revocation of an offer is generally correct?
An offeree’s An offeror’s
rejection is revocation is
effective when effective when
a. Received by offeror Sent by offeror
b. Sent by offeree Received by offeree
c. Sent by offeree Sent by offeror
d. Received by offeror Received by offeree
23. An offer is not terminated by operation of law solely 
because the
a. Offeror dies.
b. Offeree is adjudicated insane.
c. Subject matter is destroyed.
d. Subject matter is sold to a third party.
24. Dye sent Hill a written offer to sell a tract of land 
located in Newtown for $60,000. The parties were engaged 
in a separate dispute. The offer stated that it would be 
irrevocable for 60 days if Hill would promise to refrain from 
suing Dye during this time. Hill promptly delivered a prom­
ise not to sue during the term of the offer and to forego suit 
if Hill accepted the offer. Dye subsequently decided that 
the possible suit by Hill was groundless and therefore 
phoned Hill and revoked the offer 15 days after making it. 
Hill mailed an acceptance on the 20th day. Dye did not 
reply. Under the circumstances,
a. Dye’s offer was supported by consideration and 
was not revocable when accepted.
b. Dye’s written offer would be irrevocable even 
without consideration.
c. Dye’s silence was an acceptance of Hill’s 
promise.
d. Dye’s revocation, not being in writing, was 
invalid.
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25. To announce the grand opening of a new retail 
business, Hudson placed an advertisement in a local 
newspaper quoting sales prices on certain items in stock. 
The grand opening was so successful that Hudson was 
unable to totally satisfy customer demands. Which of the 
following statements is correct?
a. Hudson made an invitation seeking offers.
b. Hudson made an offer to the people who read the 
advertisement.
c . Anyone who tendered money for the items adver­
tised was entitled to buy them.
d . The offer by Hudson was partially revocable as 
to an item once it was sold out.
26. Tell, an Ohio real estate broker, misrepresented to 
Allen that Tell was licensed in Michigan under Michigan’s 
statute regulating real estate brokers. Allen signed a 
standard form listing contract agreeing to pay Tell a 6% 
commission for selling Allen’s home in Michigan. Tell sold 
Allen’s home. Under the circumstances, Allen is
a. Not liable to Tell for any amount because Allen 
signed a standard form contract.
b. Not liable to Tell for any amount because Tell 
violated the Michigan licensing requirements.
c. Liable to Tell only for the value of services 
rendered under a quasi-contract theory.
d. Liable to Tell for the full commission under a 
promissory estoppel theory.
27. Able hired Carr to restore Able’s antique car for $800. 
The terms of their oral agreement provided that Carr was 
to complete the work within 18 months. Actually, the work 
could be completed within one year. The agreement is
a. Unenforceable because it covers services with a 
value in excess of $500.
b. Unenforceable because it covers a time period 
in excess of one year.
c . Enforceable because personal service contracts 
are exempt from the Statute of Frauds.
d. Enforceable because the work could be com­
pleted within one year.
28. King had several outstanding unsecured loans with 
National Bank. In addition, King had a separate loan with 
National that was secured by a mortgage on a farm owned 
by King. King was delinquent on the mortgage loan but not 
on the unsecured loans. National asked King to sign renewal 
notes for the unsecured loans at substantially higher interest 
rates. When King refused, National informed King that it 
would foreclose on the farm’s mortgage if King did not sign. 
King signed but later disaffirmed the new unsecured notes 
and National sued. King’s best defense is
a. Undue influence.
b. Unconscionability.
c. Duress.
d. Fraud in the inducement.
29. To satisfy the UCC Statute of Frauds, a written agree­
ment for the sale of goods must
a. Contain payment terms.
b. Be signed by both buyer and seller.
c. Indicate that a contract for sale has been made.
d. Refer to the time and place of delivery.
30. Which of the following remedies is available to a party 
who has entered into a contract in reliance upon the other 
contracting party’s innocent misrepresentations as to 
material facts?
Compensatory
damages
Punitive
damages Rescission
a. No No No
b. Yes No Yes
c. No No Yes
d. Yes Yes No
31. A written agreement was signed by two parties and 
it was intended to be their entire agreement. The parol 
evidence rule will prevent the admission of evidence that 
is offered to
a. Prove the existence of a contemporaneous oral 
agreement that modifies the contract.
b. Prove the existence of a subsequent oral agree­
ment that modifies the contract.
c. Explain the meaning of an ambiguity in the writ­
ten contract.
d. Establish that fraud had been committed in the 
formation of the contract.
32. Ace contracted with Big City to train and employ 
handicapped, unemployed veterans residing in Big City. 
Ace breached the contract and Bell, a resident of Big City 
who is a handicapped, unemployed veteran, sues Ace for 
damages. Under the circumstances, Bell will
a. Lose, because Bell is merely an incidental 
beneficiary of the contract.
b. Win, because Bell is a third-party beneficiary 
entitled to enforce the contract.
c. Lose, because Big City did not assign its contract 
rights to Bell.
d. Win, because the intent of the contract was to 
confer a benefit on all handicapped, unemployed 
veterans residing in Big City.
33. Generally, which one of the following transfers will 
be valid without the consent of the other parties?
a . The assignment by the lessee of a lease contract 
where rent is a percentage of sales.
b. The assignment by a purchaser of goods of the 
right to buy on credit without giving security.
c. The assignment by an architect of a contract to 
design a building.
d . The assignment by a patent holder of the right to 
receive royalties.
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34. In September 1988, Cobb Company contracted with 
Thrifty Oil Company for the delivery of 100,000 gallons 
of heating oil at the price of 75¢ per gallon at regular 
specified intervals during the forthcoming winter. Due to 
an unseasonably warm winter, Cobb took delivery on only 
70,000 gallons. In a suit against Cobb for breach of con­
tract, Thrifty will
a. Lose, because Cobb acted in good faith.
b. Lose, because both parties are merchants and the 
UCC recognizes commercial impracticability.
c. Win, because this is a requirements contract.
d. Win, because the change of circumstances could 
have been contemplated by the parties.
35. Jones, CPA, entered into a signed contract with Foster 
Corp. to perform accounting and review services. If Jones 
repudiates the contract prior to the date performance is due 
to begin, which of the following is not correct?
a . Foster could successfully maintain an action for 
breach of contract after the date performance was 
due to begin.
b . Foster can obtain a judgment ordering Jones to 
perform.
c. Foster could successfully maintain an action for 
breach of contract prior to the date performance 
is due to begin.
d. Foster can obtain a judgment for the monetary 
damages it incurred as a result of the repudiation.
36. The Federal Unemployment Tax Act
a. Imposes a tax on all employers doing business 
in the U.S.
b. Requires contributions to be made by the 
employer and employee equally.
c. Allows an employer to take a credit against the 
federal unemployment tax if contributions are 
made to a state unemployment fund.
d. Permits an employee to receive unemployment 
benefits that are limited to the contributions made 
to that employee’s account.
37. Under the Federal Insurance Contributions Act 
(FICA) and the Social Security Act (SSA),
a. Persons who are self-employed are not required 
to make FICA contributions.
b . Employees who participate in private retirement 
plans are not required to make FICA 
contributions.
c. Death benefits are payable to an employee’s 
survivors only if the employee dies before 
reaching the age of retirement.
d. The receipt of earned income by a person who 
is also receiving social security retirement 
benefits may result in a reduction of such benefits.
38. Which one of the following statements concerning 
workers’ compensation laws is generally correct?
a. Workers’ compensation laws are very narrowly 
construed against employees.
b . The amount of damages recoverable is based on 
comparative negligence.
c. Employers are strictly liable without regard to 
whether or not they are at fault.
d . Workers’ compensation benefits are not available 
if the employee is grossly negligent.
39. With regard to an offering of common stock requir­
ing registration under the Securities Act of 1933,
a. The SEC will attempt to pass on the investment 
value of the common stock before approving the 
offering.
b . The registration statement is automatically effec­
tive when filed with the SEC.
c. The issuer may make sales 10 days after filing 
the registration statement.
d . The issuer would act unlawfully if it were to sell 
the common stock without providing the investor 
with a prospectus.
40. Acme Corp. intends to make a public offering in 
several states o f 250,000 shares of its common stock. Under 
the Securities Act of 1933,
a. Acme must sell the common stock through 
licensed securities dealers.
b. Acme must, in all events, file a registration state­
ment with the SEC because the offering will be 
made in several states.
c. Acme’s use of any prospectus delivered to an 
unsophisticated investor must be accompanied by 
a simplified explanation of the offering.
d. Acme may make an oral offer to sell the common 
stock to a prospective investor after a registra­
tion statement has been filed but before it 
becomes effective.
41. Pace Corp. previously issued 300,000 shares of its 
common stock. The shares are now actively traded on a 
national securities exchange. The original offering was 
exempt from registration under the Securities Act of 1933. 
Pace has $2,500,000 in assets and 425 shareholders. With 
regard to the Securities Exchange Act of 1934, Pace is
a. Required to file a registration statement because 
its assets exceed $2,000,000 in value.
b. Required to file a registration statement even 
though it has fewer than 500 shareholders.
c. Not required to file a registration statement 
because the original offering of its stock was 
exempt from registration.
d. Not required to file a registration statement unless 
insiders own at least 5% of its outstanding shares 
of stock.
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42. Rice, Inc. is a reporting company under the Securities 
Exchange Act of 1934. The only security it has issued is 
its voting common stock. Which one of the following 
statements is correct?
a. Any person who owns more than 5% of Rice’s 
common stock must file a report with the SEC.
b. Rice need not file its proxy statements with the 
SEC because it has only one class of stock 
outstanding.
c. It is unnecessary for the required annual report 
(Form 10-K) to include audited financial 
statements.
d. Because Rice is a reporting company, it is not 
required to file a registration statement under the 
Securities Act of 1933 for any future offerings 
of its common stock.
43. Which of the following securities is exempt from 
registration under the Securites Act of 1933?
a. A class of shares of stock given in exchange for 
another class by the issuer to its existing 
shareholders without payment of a commission.
b . Limited partnership interests sold for the purpose 
of acquiring funds to invest in bonds issued by 
the United States.
c . Corporate debentures that were previously sub­
ject to an effective registration statement, pro­
vided they are convertible into shares of common 
stock.
d . Shares of common stock, provided their par value 
is less than $1.00 and they are nonvoting.
Items 44 and 45 are based on the following:
Maco Limited Partnership intends to sell $6,000,000 of its 
limited partnership interests. The state in which Maco was 
organized is also the state in which it carries on all of its 
business activities.
44. If Maco intends to offer the limited partnership 
interests in reliance on Rule 147, the intrastate registration 
exception under the Securities Act of 1933, which one of 
the following statements is correct?
a. Maco may make up to five offers to nonresidents 
without the offering being ineligible for the Rule 
147 exemption.
b. The offering is not exempt under Rule 147 
because it exceeds $5,000,000.
c. Under Rule 147, certain restrictions apply to 
resales of the limited partnership interests by 
purchasers.
d. Rule 147 limits to 100 the number of purchasers 
of the limited partnership interests.
45. If Maco intends to offer the limited partnership 
interests in reliance on Rule 506 of Regulation D under the 
Securities Act of 1933 to prospective investors residing in 
several states, which of the following statements is correct?
a . The offering will be exempt from the anti-fraud 
provisions of the Securites Exchange Act of 
1934.
b. Any subsequent resale of a limited partnership 
interest by a purchaser will be exempt from 
registration.
c . Maco may make an unlimited number of offers 
to sell the limited partnership interests.
d. No more than 35 purchasers may acquire the 
limited partnership interests.
46. On April 2, 1989, Harris agreed to sell a computer 
to Cross for $390. At the time of delivery, Cross gave Harris 
$90 and a written instrument, signed by Cross, in which 
Cross promised to pay Harris the balance on April 2 0 , 1989. 
The instrument also made a reference to the sale of the com­
puter. Under the UCC Commercial Paper Article, the 
instrument is a
a. Promissory note.
b. Non-negotiable draft.
c. Trade acceptance.
d. Negotiable time draft.
47. Acorn Marina, Inc. sells and services boat motors. 
On April 1 ,  1989, Acorn financed the purchase of its entire 
inventory with GAC Finance Company. GAC required 
Acorn to execute a security agreement and financing state­
ment covering the inventory and proceeds of sale. On 
April 14 , 1989, GAC properly filed the financing statement 
pursuant to the UCC Secured Transactions Article. On 
April 2 7 ,  1989, Acorn sold one of the motors to Wilks for 
use in his charter business. Wilks, who had once worked 
for Acorn, knew that Acorn regularly financed its inven­
tory with GAC. Acorn has defaulted on its obligations to 
GAC. The motor purchased by Wilks is
a. Subject to the GAC security interest because 
Wilks should have known that GAC financed the 
inventory purchase by Acorn.
b. Subject to the GAC security interest because 
Wilks purchased the motor for a commercial use.
c . Not subject to the GAC security interest because 
Wilks is regarded as a buyer in the ordinary 
course of Acorn’s business.
d . Not subject to the GAC security interest because 
GAC failed to file the financing statement until 
more than 10 days after April 1, 1989.
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48. The following instrument is in the possession of Bill 
North:
On May 3 0 , 1989, I promise to pay Bill North, 
the bearer of this document, $1,800.
Re: Auto Purchase Contract
This instrument is
a. Non-negotiable because it is undated.
b . Non-negotiable because it is not payable to order 
or bearer.
c . Negotiable even though it makes reference to the 
contract out of which it arose.
d. Negotiable because it is payable at a definite time.
49. Which one of the following aspects of an otherwise 
negotiable promissory note will render it non-negotiable?
a. The maker is obligated to pay a sum certain to 
the payee but may instead deliver to the payee 
goods of equal value.
b . The maker has the right to prepay the note, sub­
ject to a prepayment penalty of 10% of the 
amount prepaid.
c. The maker is obligated to pay the payee’s costs 
of collection upon default by the maker.
d . The maker intentionally using a rubber stamp to 
sign the note.
50. The following indorsements appear on the back of a 
negotiable promissory note made payable ‘‘to bearer.’’ The 
note is in the possession of James Mix.
Pay to John Jacobs 
(without recourse)
Which one of the following statements is correct?
a. Mix is not a holder because Jacobs’ qualified 
indorsement makes the note non-negotiable.
b. Mix can negotiate the note by delivery alone.
c . The unqualified indorsement of Mix is required 
in order to further negotiate the note.
d. In order for Mix to negotiate the note Mix must 
have given value for it.
51. To the extent that a holder of a negotiable promissory 
note is a holder in due course, the holder takes the note free 
from which of the following defenses?
a. Non-performance of a condition precedent.
b. Discharge of the maker in bankruptcy.
c. Minority of the maker where it is a defense to en­
forcement of a contract.
d. Forgery of the maker’s signature.
52. Jim Bass is in possession of a negotiable promissory 
note made payable “ to bearer.” Bass acquired the note from 
Mary Frank for value. The maker of the note was Fred 
Jackson. The following indorsements appear on the back 
of the note:
Pay Jim Bass 
(without recourse)
Bass presented the note to Jackson, who refused to pay it 
because he was financially unable to do so. Which of the 
following statements is correct?
a. Peters is not secondarily liable on the note 
because his indorsement was unnecessary for 
negotiation.
b. Peters is not secondarily liable to Bass.
c . Frank will probably not be liable to Bass unless 
Bass gives notice to Frank of Jackson’s refusal 
to pay within a reasonable time.
d. Bass would have had secondary liability to Peters 
and Frank if he had not qualified his indorsement.
53. Under the UCC, a warehouse receipt
a. Will not be negotiable if it contains a contractual 
limitation on the warehouseman’s liability.
b. May qualify as both a negotiable warehouse 
receipt and negotiable commercial paper if the 
instrument is payable either in cash or by the 
delivery of goods.
c. May be issued only by a bonded and licensed 
warehouseman.
d. Is negotiable if by its terms the goods are to be 
delivered to bearer or the order of a named 
person.
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54. With regard to a contract governed by the UCC Sales 
Article, which one of the following statements is correct?
a. Merchants and non-merchants are treated alike.
b. The contract may involve the sale of any type of 
personal property.
c . The obligations of the parties to the contract must 
be performed in good faith.
d. The contract must involve the sale of goods for 
a price of more than $500.
Items 55 through 58 are based on the following:
Lazur Corp. entered into a contract with Baker Suppliers, 
Inc. to purchase a used word processor from Baker. Lazur 
is engaged in the business of selling new and used word pro­
cessors to the general public. The contract required Baker 
to ship the goods to Lazur by common carrier pursuant to 
the following provision in the contract: ‘‘F.O.B. — Baker 
Suppliers, Inc. loading dock.” Baker also represented in 
the contract that the word processor had been used for only 
10 hours by its previous owner. The contract included the 
provision that the word processor was being sold ‘‘as is” 
and this provision was in a larger and different type style 
than the remainder of the contract.
55. With regard to the contract between Lazur and Baker,
a. An implied warranty of merchantability does not 
arise unless both Lazur and Baker are merchants.
b . The “ as is” provision effectively disclaims the 
implied warranty of tide.
c. No express warranties are created by the contract.
d . The “ as is ”  provision would not prevent Baker 
from being liable for a breach of any express war­
ranties created by the contract.
56. For this item only, assume that during shipment to 
Lazur the word processor was seriously damaged when the 
carrier’s truck was involved in an accident. When the car­
rier attempted to deliver the word processor, Lazur rejected 
it and has refused to pay Baker the purchase price. Under 
the UCC Sales Article,
a . Lazur rightfully rejected the damaged computer.
b. The risk of loss for the computer was on Lazur 
during shipment.
c. At the time of the accident, risk of loss for the 
computer was on Baker because tide to the com­
puter had not yet passed to Lazur.
d . Lazur will not be liable to Baker for the purchase 
price of the computer because of the F.O.B. pro­
vision in the contract.
57. For this item only, assume that the contract between 
Lazur and Baker is otherwise silent. Under the UCC Sales 
Article,
a. Lazur must pay Baker the purchase price before 
Baker is required to ship the word processor to 
Lazur.
b. Baker does not warrant that it owns the word 
processor.
c. Lazur will be entitled to inspect the word pro­
cessor before it accepts or pays for it.
d . Tide to the word processor passes to Lazur when 
it takes physical possession.
58. For this item only, assume that Lazur refused to accept 
the word processor even though it was in all respects con­
forming to the contract and that the contract is otherwise 
silent. Under the UCC Sales Article,
a. Baker can successfully sue for specific perfor­
mance and make Lazur accept and pay for the 
word processor.
b . Baker may resell the word processor to another 
buyer.
c. Baker must sue for the difference between the 
market value of the word processor and the 
contract price plus its incidental damages.
d . Baker cannot successfully sue for consequential 
damages unless it attempts to resell the word 
processor.
59. A trade acceptance usually
a. Is an order to deliver goods to a named person.
b. Provides that the drawer is also the payee.
c. Is not regarded as commercial paper under the 
UCC.
d. Must be made payable “ to the order o f  ’ a  named 
person.
60. Bum Manufacturing borrowed $500,000 from 
Howard Finance Co., secured by Bum’s present and future 
inventory, accounts receivable, and the proceeds thereof. 
The parties signed a financing statement that described the 
collateral and it was filed in the appropriate state office. 
Bum subsequently defaulted in the repayment of the loan 
and Howard attempted to enforce its security interest. Bum 
contended that Howard’s security interest was unen­
forceable. In addition, Green, who subsequently gave credit 
to Bum without knowledge of Howard’s security interest, 
is also attempting to defeat Howard’s alleged security 
interest. The security interest in question is valid with 
respect to
a. Both Bum and Green.
b. Neither Bum nor Green.
c. Bum but not Green.
d. Green but not Bum.
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On March 23, 1989, Tine, a sole proprietor, was 
involuntarily petitioned into bankruptcy under the liquida­
tion provisions of the Bankruptcy Code. The petition was 
filed by Lux, Squire, and Rusk, who were creditors of Tine 
with unsecured claims of $3,000, $4,000, and $2,000, 
respectively. Tine also has 10 other unsecured creditors, 
three partially secured creditors, and two fully secured 
creditors, none of whom joined in the filing of the 
bankruptcy petition. For the six-month period before the 
filing of the bankruptcy petition, Tine had been unable to 
pay current obligations as they became due. At the time the 
petition was filed, Tine had a negative net worth.
Before March 2 3 , 1989, Tine entered into the follow­
ing transactions:
• On December 2 9 , 1988, Tine borrowed $250,000 from 
Safe Finance. On January 3 1 , 1989, after learning of 
Tine’s financial problems, Safe requested that Tine 
execute a mortgage on Tine’s residence naming Safe 
as mortgagee. On January 3 1 , 1989, Tine executed the 
mortgage and delivered it to Safe and it was recorded 
that same day. The residence had a fair market value 
of $300,000 at all times.
•  On May 5 ,  1988, Rich Bank loaned Tine $50,000 based 
on Tine’s personal financial statements. Tine knew the 
financial statements submitted to Rich substantially 
overstated Tine’s net worth because of misrepresen­
tations that were difficult to detect.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. Discuss whether the requirements necessary for 
the commencement of an involuntary bankruptcy pro­
ceeding were met.
b. Assuming that the requirements necessary for the 
commencement of an involuntary bankruptcy were met, 
discuss the following:
1. What action may the court take regarding the 
transactions between Tine and Safe?
2. What action may the court take regarding the 
transaction between Tine and Rich if Rich challenges the 
discharge of its debt?
Number 2 (Estimated tim e-----15 to 20 minutes)
On March 2 ,  1988, Ash, Bale, and Rangel purchased 
an office building from Park Corp. as joint tenants with right 
of survivorship. There was an outstanding note and 
mortgage on the building, which they assumed. The note 
and mortgage named Park as the mortgagor (borrower) and 
Vista Bank as the mortgagee (lender). Vista has consented 
to the assumption.
Wein, Inc., a tenant in the office building, had entered 
into a 10-year lease dated May 8 ,  1985. The lease was silent 
regarding Wein’s right to sublet. The lease provided for 
Wein to take occupancy on June 1, 1985, and that the 
monthly rent would be $5,000 for the entire 10-year term. 
On March 10 , 1989, Wein informed Ash, Bale, and Rangel 
that it had agreed to sublet its office space to Nord Corp. 
On March 1 7 , 1989, Ash, Bale, and Rangel notified Wein 
of their refusal to consent to the sublet. The following asser­
tions have been made:
• The sublet from Wein to Nord is void because Ash, 
Bale, and Rangel did not consent.
•  If the sublet is not void, Ash, Bale, and Rangel have 
the right to hold either Wein or Nord liable for pay­
ment of the rent.
On April 4, 1989, Ash transferred his interest in the 
building to his spouse.
Number 3 (Estimated tim e-----15 to 20 minutes)
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. For this item only, assume that Ash, Bale, and 
Rangel default on the mortgage note, that Vista forecloses, 
and a deficiency results. Discuss the personal liability of 
Ash, Bale, and Rangel to Vista and the personal liability 
of Park to Vista.
b. Discuss the assertions as to the sublet, indicating 
whether such assertions are correct and the reasons therefor.
c. For this item only, assume that Ash and Rangel died 
on April 2 0 , 1989. Discuss the ownership interest(s) in the 
office building as of April 5, 1989, and April 21, 1989.
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Number 4 (Estimated tim e-----15 to 20 minutes) Number 5 (Estimated tim e-----15 to 20 minutes)
On May 1, 1987, Cray’s board of directors 
unanimously voted to have Cray reacquire 100,000 shares 
of its common stock. On May 2 5 , 1987, Cray did so, paying 
current market price. In determining whether to reacquire 
the shares, the board of directors relied on reports and finan­
cial statements that were negligently prepared by Cray’s 
internal accounting department under the supervision of the 
treasurer and reviewed by its independent accountants. The 
reports and financial statements indicated that, as of 
April 3 0 , 1987, Cray was solvent and there were sufficient 
funds to reacquire the shares. Subsequently, it was 
discovered that Cray had become insolvent in March 1987 
and continued to be insolvent after the reacquisition of the 
shares. As a result of the foregoing, Cray experienced 
liquidity problems and losses during 1987 and 1988.
The board of directors immediately fired the treasurer 
because of the treasurer’s negligence in supervising the 
preparation of the reports and financial statements. The 
treasurer had three years remaining on a binding five-year 
employment agreement which, among other things, pro­
hibited the termination of the treasurer’s employment for 
mere negligence.
Required: Discuss the following assertions, indicating
whether such assertions are correct and the reasons therefor.
•  It was improper for the board of directors to authorize 
the reacquisition of Cray’s common stock while Cray 
was insolvent.
• The members of the board of directors are personally 
liable because they voted to reacquire shares while Cray 
was insolvent.
•  Cray will be liable to the treasurer as a result of his 
termination by the board of directors.
On February 2 0 , 1989, Pine, Inc. ordered a specially 
manufactured computer system consisting of a disk drive 
and a central processing unit (CPU) from Xeon Corp., a 
seller of computers and other office equipment. A contract 
was signed and the total purchase price was paid to Xeon 
by Pine on the same date. The contract required Pine to pick 
up the computer system at Xeon’s warehouse on March 9, 
1989, but was silent as to when risk of loss passed to Pine. 
The computer system was completed on March 1, 1989, 
and set aside for Pine’s contemplated pickup on March 9, 
1989. On March 3, 1989, the disk drive was stolen from 
Xeon’s warehouse. On March 9 ,  1989, Pine picked up the 
CPU. On March 15 , 1989, Pine returned the CPU to Xeon 
for warranty repairs. On March 18 , 1989, Xeon mistakenly 
sold the CPU to Meed, a buyer in the ordinary course of 
business.
On April 12, 1989, Pine purchased and received 
delivery of five word processors from Jensen Electronics 
Corp. for use in its business. The purchase price of the word 
processors was $15,000. Pine paid $5,000 down and 
executed an installment purchase note and a security agree­
ment for the balance. The security agreement contained a 
description of the word processors. Jensen never filed a 
financing statement. On April 1 ,  1989, Pine had given its 
bank a security interest in all of its assets. The bank had 
immediately perfected its security interest by filing. Pine 
has defaulted on the installment purchase note.
Required: Discuss the following assertions, indicating 
whether such assertions are correct and the reasons therefor.
• As of March 3 ,  1989, the risk of loss on the disk drive 
remained with Xeon.
•  Meed acquired no rights in the CPU as a result of the 
March 18, 1989, transaction.
• Jensen’s security interest in the word processors never 
attached and therefore Jensen’s security interest is not 
enforceable against Pine.
• Jensen has a superior security interest to Pine’s bank.
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EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
May 5, 1989; 1:30 to 5:00 P.M .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point Estimated Minutes
All questions are required: Value Minimum Maximum
No. 1 .................................................................... .....................................  60 90 110
No. 2 .................................................................... .....................................  10 15 25
No. 3 .................................................................... .....................................  10 15 25
No. 4 .................................................................... .....................................  10 15 25
No. 5 .................................................................... ...................................... 10 15 25
T o ta l............................................................. .....................................  100 150 210
INSTRUCTIONS TO CANDIDATES
(Disregard o f these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order o f  
the questions. If more than one page is required for 
an answer, write “ continued”  at the bottom o f the 
page. Number pages consecutively. For instance, 
i f  12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if  you 
are uncertain o f the answer. You are likely to get 
the highest score if  you omit no answers. Since 
ob jective item s are com puter-graded, your
comments and calculations associated with them are 
not considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A  CPA is continually confronted with the necessity 
o f expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose o f the examination is to test 
the candidate’s knowledge and application o f the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  a ll states, the D istrict o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Instructions
Select the best answer for each of the following items 
relating to a variety of issues in accounting. Use a soft 
pencil, preferably No. 2, to blacken the appropriate circle 
on the separate printed answer sheet to indicate your answer. 
M ark only one answer for each item. Answer all items. 
Your grade will be based on the total number of your cor­
rect answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the finan­
cial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of cash flows.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
1. According to the FASB’s conceptual framework, 
comprehensive income includes which of the following?
Number 1 (Estimated tim e-----90 to 110 minutes)
Operating income Investments by owners
a. Yes No
b. Yes Yes
c. No Yes
d. No No
2. Which of the following is a method to generate cash 
from accounts receivable?
Assignment Factoring
a. Yes No
b. Yes Yes
c. No Yes
d. No No
3. A note receivable bearing a reasonable interest rate 
is sold to a bank with recourse. At the date of the discount­
ing transaction, the notes receivable discounted account 
should be
a. Decreased by the proceeds from the discounting 
transaction.
b . Increased by the proceeds from the discounting 
transaction.
c. Increased by the face amount of the note.
d. Decreased by the face amount of the note.
4. A depreciable asset has an estimated 15% salvage 
value. At the end of its estimated useful life, the accumulated 
depreciation would equal the original cost of the asset under 
which of the following depreciation methods?
Straight-line Productive output
a. Yes No
b. Yes Yes
c. No Yes
d. No No
5. A lessee incurred costs to construct office space in 
a leased warehouse. The estimated useful life of the office 
is ten years. The remaining term of the nonrenewable lease 
is fifteen years. The costs should be
a. Capitalized as leasehold improvements and 
depreciated over fifteen years.
b. Capitalized as leasehold improvements and 
depreciated over ten years.
c. Capitalized as leasehold improvements and ex­
pensed in the year in which the lease expires.
d. Expensed as incurred.
6. Which of the following costs of goodwill should be 
capitalized and amortized?
Developing goodwill Restoring goodwill
a. Yes Yes
b. Yes No
c. No No
d. No Yes
7. A manufacturer of household appliances has poten­
tial costs due to the discovery of a possible defect in one 
of its products. The occurrence of the loss is reasonably 
possible and the costs can be reasonably estimated. This
possible loss should be
Disclosed
Accrued in footnotes
a. No No
b. No Yes
c. Yes Yes
d. Yes No
8. The number of common stock shares outstanding
would be decreased by the
Declaration o f a Purchase o f
stock dividend treasury stock
a. No No
b. No Yes
c. Yes Yes
d. Yes No
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9 . The actual total amount of a cash dividend to be paid 
is determined on the date of
a. Record.
b. Declaration.
c. Declaration or date of record, whichever is 
earlier.
d. Payment.
10. The par-value method of accounting for treasury stock 
differs from the cost method in that
a. Any gain is recognized upon repurchase of stock 
but a loss is treated as an adjustment to retained 
earnings.
b. No gains or losses are recognized on the issuance 
of treasury stock using the par-value method.
c. It reverses the original entry to issue the common 
stock with any difference between carrying value 
and purchase price adjusted through paid-in 
capital and/or retained earnings and treats a 
subsequent reissuance like a new issuance of 
common stock.
d. It reverses the original entry to issue the common 
stock with any difference between carrying value 
and purchase price being shown as an ordinary 
gain or loss and does not recognize any gain or 
loss on a subsequent resale of the stock.
11. A company issued rights to its existing shareholders 
without consideration. The rights allowed the recipients to 
purchase unissued common stock for an amount in excess 
of par value. When the rights are issued, which of the 
following will be increased?
Common stock
Additional 
paid-in capital
a. Yes Yes
b. Yes No
c. No No
d. No Yes
12. The Low and Rhu partnership agreement provides 
special compensation to Low for managing the business. 
Low receives a bonus of 15 percent of partnership net in­
come before salary and bonus, and also receives a salary 
of $45,000. Any remaining profit or loss is to be allocated 
equally. During 1988, the partnership had net income of 
$50,000 before the bonus and salary allowance. As a result 
of these distributions, Rhu’s equity in the partnership would
a. Increase.
b. Not change.
c. Decrease the same as Low’s.
d. Decrease.
13. A company uses the completed-contract method to 
account for a four-year construction contract which is 
presently in its third year. Progress billings were recorded 
and collected in the third year. Based on events occurring 
in the third year, there is now an anticipated loss on the con­
tract. When would the effect of each of the following be 
reported in the company’s income statement?
Third year 
progress billings Anticipated loss
a. Not third year Third year
b. Not third year Fourth year
c. Third year Third year
d. Third year Fourth year
14. According to the cost recovery method of account­
ing, gross profit on an installment sale is recognized in 
income
a. After cash collections equal to the cost of sales 
have been received.
b. In proportion to the cash collections.
c . On the date the final cash collection is received.
d. On the date of sale.
15. An investor uses the equity method to account for an 
investment in common stock. The investor’s equity in the 
earnings of the investee would be affected by
A change in market 
Cash dividends value o f the investee's 
from  investee common stock
a. No Yes
b. No No
c. Yes No
d. Yes Yes
16. Under a royalty agreement with another enterprise, 
a company will receive royalties from the assignment of 
a patent for four years. The royalties received in advance 
should be reported as revenue
a. In the period received.
b. In the period earned.
c. Evenly over the life of the royalty agreement.
d. At the date of the royalty agreement.
17. A machine with a four-year estimated useful life and 
an estimated 10% salvage value was acquired on January 1, 
1986. The depreciation expense for 1988 using the double- 
declining-balance method would be original cost multiplied 
by
a. 90% x 50% x 50% x 50%.
b. 50% x 50% x 50%.
c. 90% x 50% x 50%.
d. 50% x 50%.
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18. A sale of goods was denominated in a currency other 
than the entity’s functional currency. The sale resulted in 
a receivable that was fixed in terms of the amount of foreign 
currency that would be received. The exchange rate 
between the functional currency and the currency in which 
the transaction was denominated changed. The effect of the 
change should be included as a
a. Separate component of stockholders’ equity 
whether the change results in a gain or a loss.
b . Separate component of stockholders’ equity if the 
change results in a gain, and as a component of 
income if the change results in a loss.
c . Component of income if the change results in a 
gain, and as a separate component of stock­
holders’ equity if the change results in a loss.
d . Component of income whether the change results 
in a gain or a loss.
19. A company uses the allowance method to recognize 
uncollectible accounts expense. What is the effect at the time 
of the collection of an account previously written off on each
of the following accounts?
Allowance fo r  
uncollectible 
accounts
Uncollectible
accounts
expense
a. No effect Decrease
b. Increase Decrease
c. Increase No effect
d. No effect No effect
20. Which of the following components should be 
included in net pension cost by an employer sponsoring a
defined benefit pension plan?
Amortization o f 
unrecognized prior Fair value o f
service cost plan assets
a. Yes No
b. Yes Yes
c. No Yes
d. No No
21. The effect of a material transaction that is unusual in
nature but not infrequent in occurrence should be presented 
separately as a component of income from continuing opera­
tions when the transaction results in a
Gain Loss
a. Yes No
b. Yes Yes
c. No Yes
d. No No
22. Temporary differences arise when revenues are 
taxable
a.
b.
c.
d.
After they are 
recognized in 
financial income
Yes
Yes
No
No
Before they are 
recognized in 
financial income
Yes
No
No
Yes
23. An extraordinary item should be reported separately 
on the income statement as a component of income
Before discontinued 
operations o f a Net o f
segment o f a business income taxes
a. No No
b. No Yes
c. Yes Yes
d. Yes No
24. The cumulative effect of changing to a new account­
ing principle should be recorded separately as a component 
of income after continuing operations for a change from the
a. Straight-line method of depreciation for previous­
ly recorded assets to the sum-of-the-years’-digits 
method.
b. LIFO method of inventory pricing to the FIFO 
method.
c . Percentage-of-completion method of accounting 
for long-term construction-type contracts to the 
completed-contract method.
d . Cash basis of accounting for vacation pay to the 
accrual basis.
25. Antidilutive stock options would generally be used 
in the calculation of
Primary Fully diluted
earnings per share earnings per share
a. Yes Yes
b. Yes No
c. No No
d. No Yes
26. In a statement of cash flows, receipts from sales of 
property, plant, and equipment and other productive assets 
should generally be classified as cash inflows from
a. Operating activities.
b. Financing activities.
c. Investing activities.
d. Selling activities.
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27. In a statement of cash flows, interest payments to 
lenders and other creditors should be classified as cash 
outflows for
a. Operating activities.
b. Borrowing activities.
c. Lending activities.
d. Financing activities.
28. Which of the following should be disclosed in the sum­
mary of significant accounting policies?
Composition o f Maturity dates o f 
inventories long-term debt
a. Yes Yes
b. Yes No
c. No No
d. No Yes
29. A change in the periods benefitted by a deferred cost 
because additional information has been obtained is
a. A correction of an error.
b. An accounting change that should be reported by 
restating the financial statements of all prior 
periods presented.
c . An accounting change that should be reported in 
the period of change and future periods if the 
change affects both.
d. Not an accounting change.
32. An inventory loss from a market price decline 
occurred in the first quarter. The loss was not expected to 
be restored in the fiscal year. However, in the third quarter 
the inventory had a market price recovery that exceeded 
the market decline that occurred in the first quarter. For 
interim financial reporting, the dollar amount of net inven­
tory should
a. Decrease in the first quarter by the amount of the 
market price decline and increase in the third 
quarter by the amount of the market price 
recovery.
b. Decrease in the first quarter by the amount of the 
market price decline and increase in the third 
quarter by the amount of decrease in the first 
quarter.
c. Not be affected in the first quarter and increase 
in the third quarter by the amount of the market 
price recovery that exceeded the amount of the 
market price decline.
d. Not be affected in either the first quarter or the 
third quarter.
33. When the occurrence of a gain contingency is 
reasonably possible and its amount can be reasonably 
estimated, the gain contingency should be
a. Included in net income and disclosed.
b . Included as an appropriation of retained earnings.
c. Disclosed, but not included in net income.
d. Neither included in net income nor disclosed.
30. A business combination is accounted for appropriately 
as a pooling of interests. Registration fees related to effec­
ting the business combination should be
a . Deducted directly from retained earnings of the 
combined corporation.
b . Deducted in determining net income of the com­
bined corporation for the period in which the 
costs were incurred.
c. Capitalized and subsequently amortized over a 
period not exceeding forty years.
d. Capitalized but not subsequently amortized.
31. A business combination is accounted for appropriately 
as a purchase. Which of the following should be deducted 
in determining the combined corporation’s net income for 
the current period?
Direct costs General expenses 
o f acquisition related to acquisition
a. Yes No
b. Yes Yes
c. No Yes
d. No No
34. In financial reporting for segments of a business 
enterprise, which of the following should be taken into ac­
count in computing the amount of an industry segment’s 
identifiable assets?
Accumulated Marketable securities 
depreciation valuation allowance
35.
plan
a. No No
b. No Yes
c. Yes Yes
d. Yes No
An employer sponsoring a defined benefit pension
should disclose the
Amount o f unrecognized Projected benefit
prior service cost obligation
a. Yes Yes
b. Yes No
c. No No
d. No Yes
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36. An employer’s obligation relating to employees’ 
rights to receive compensation for future absences is 
attributable to employees’ services already rendered. The 
payment of compensation is probable and the amount of 
compensation can be reasonably estimated. Employees’ 
compensation should be
a. Accrued if the obligation relates to rights that vest 
or accumulate.
b . Accrued if the obligation relates to rights that do 
not vest or accumulate.
c. Expensed when paid.
d. Disclosed, but not accrued if the obligation 
relates to rights that vest or accumulate.
37. Which of the following ratios is(are) useful in assess­
ing a company’s ability to meet currently maturing or short­
term obligations?
Acid-test Debt to
ratio equity ratio
a. No No
b. No Yes
c. Yes Yes
d. Yes No
38. A development stage enterprise
a. Issues an income statement that shows only 
cumulative amounts from the enterprise’s 
inception.
b . Issues an income statement that is the same as an 
established operating enterprise, but does not 
show cumulative amounts from the enterprise’s 
inception as additional information.
c . Issues an income statement that is the same as an 
established operating enterprise, and shows 
cumulative amounts from the enterprise’s incep­
tion as additional information.
d. Does not issue an income statement.
39. In a personal statement of financial condition, which 
of the following should be reported at estimated current 
values?
Investments in closely Investments
held businesses in leaseholds
a. Yes Yes
b. Yes No
c. No No
d. No Yes
40. Which of the following items should be treated in the
same manner in both combined financial statements and
consolidated statements?
Income taxes Minority interest
a. No No
b. No Yes
c. Yes Yes
d. Yes No
41. Direct materials cost is a
Conversion cost Prime cost
a. No No
b. No Yes
c. Yes Yes
d. Yes No
42. In a process cost system, the application of factory
overhead usually would be recorded as an increase in
a. Cost of goods sold.
b. Work in process control.
c. Factory overhead control.
d. Finished goods control.
43. Under the two-variance method for analyzing
overhead, which of the following variances consists of both
variable and fixed overhead elements?
Controllable (budget)
variance Volume variance
a. Yes Yes
b. Yes No
c. No No
d. No Yes
44. Spoilage from a manufacturing process was 
discovered during an inspection of work in process. In a 
process costing system, the cost of the spoilage would be 
added to the cost of the good units produced if the spoilage 
is
Abnormal Normal
a. No Yes
b. No No
c. Yes Yes
d. Yes No
45. In an income statement prepared using the variable 
costing method, fixed factory overhead would
a. Not be used.
b. Be used in the computation of the contribution 
margin.
c. Be used in the computation of operating income 
but not in the computation of the contribution 
margin.
d. Be treated the same as variable factory overhead.
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46. A flexible budget is appropriate for a(an)
Administrative
budget
Marketing
budget
a. Yes Yes
b. Yes No
c. No No
d. No Yes
47. Breakeven analysis assumes that over the relevant 
range
a. Total costs are unchanged.
b. Unit variable costs are unchanged.
c. Variable costs are nonlinear.
d. Unit fixed costs are unchanged.
48. The capital budgeting technique known as payback 
period uses
Depreciation Time value
expense o f money
a. Yes Yes
b. Yes No
c. No No
d. No Yes
49. Residual income is income
a . To which an imputed interest charge for invested 
capital is added.
b. From which an imputed interest charge for 
invested capital is deducted.
c. From which dividends are deducted.
d. To which dividends are added.
50. Which of the following would be included in the 
economic order quantity formula?
Inventory Stockout
carrying cost cost
a. Yes No
b. Yes Yes
c. No Yes
d. No No
51. Under the modified accrual basis of accounting for 
a governmental unit, revenues should be recognized in the 
accounting period in which they
a. Are earned and become measurable.
b. Are collected.
c. Become available and measurable.
d. Become available and earned.
52. The encumbrances control account of a governmen­
tal unit is increased when
A voucher payable The budgetary accounts
is recorded _____ are closed_____
a. No No
b. No Yes
c. Yes Yes
d. Yes No
53. The expenditures control account of a governmental 
unit is increased when
A purchase order The budget is 
is approved recorded
a. No No
b. No Yes
c. Yes Yes
d. Yes No
54. Which one of the following funds of a governmental 
unit is a governmental fund?
a. Enterprise funds.
b. Internal service funds.
c. Debt service funds.
d. Nonexpendable trust funds.
55. Fixed assets of an enterprise fund should be accounted 
for in the
a. Enterprise fund but no depreciation on the fixed 
assets should be recorded.
b. Enterprise fund and depreciation on the fixed 
assets should be recorded.
c. General fixed asset account group but no 
depreciation on the fixed assets should be 
recorded.
d . General fixed asset account group and deprecia­
tion on the fixed assets should be recorded.
56. Unmatured general obligation bonds payable of a 
governmental unit should be reported in the liability sec­
tion of the
a. General fund.
b. Capital projects fund.
c. General long-term debt account group.
d. Debt service fund.
57. Funds established at a college by donors who have 
stipulated that the principal is nonexpendable but that the 
income generated may be expended by current operating 
funds would be accounted for in the
a. Quasi-endowment fund.
b. Endowment fund.
c. Term endowment fund.
d. Agency fund.
54
Accounting Theory
58. The comprehensive annual financial report (CAFR) 
of a governmental unit should contain a combined state­
ment of revenues, expenses, and changes in retained earn­
ings for
Account groups Proprietary funds
a. Yes Yes
b. Yes No
c. No No
d. No Yes
59. A local governmental unit could have funds using 
which of the following accounting bases?
Accrual basis Modified accrual basis
a. No Yes
b. No No
c. Yes No
d. Yes Yes
60. Which of the following funds are usually encountered 
in a not-for-profit private university?
Loan funds Life income funds
a. No Yes
b. No No
c. Yes No
d. Yes Yes
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Number 2 (Estimated tim e ----- 15 to 25 minutes)
Vane Company has two portfolios of marketable equity 
securities. One is classified as a current asset, and the other 
is classified as a noncurrent asset. Vane does not have the 
ability to exercise significant influence over any of the 
companies in either portfolio. Some securities from each 
portfolio were sold during the year. One of the securities 
in the current portfolio was reclassified to the noncurrent 
portfolio when its market value was less than cost. At the 
beginning and end of the year, the aggregate cost of each 
portfolio exceeded its aggregate market value by different 
amounts.
Required:
a. How should Vane measure and report the income 
statement effects of the securities sold during the year from 
each portfolio?
b. How should Vane account for the security which 
was reclassified from the current asset portfolio to the non- 
current asset portfolio?
c. How should Vane report the effects of investments 
in each portfolio in its balance sheet as of the end of the year 
and its income statement for the year? Why? Do not discuss 
the securities sold.
Number 4 (Estimated tim e----- 15 to 25 minutes)
On January 2 ,  1988, Druid Company issued 9% term 
bonds dated January 2, 1988, at an effective interest rate 
(yield) of 10%. Druid uses the effective interest method of 
amortization.
On December 1, 1988, Druid issued 8% non- 
convertible bonds dated December 1 ,  1988, with detachable 
stock purchase warrants. Immediately after issuance, both 
the bonds and the warrants have separately determined fair 
market values.
Required:
a. How would the issue price of the 9% bonds be 
determined?
b. 1. Were the 9% bonds issued at par, at a dis­
count, or at a premium? Why?
2. Using the effective interest method of amor­
tization, would the amount of interest expense for the 9% 
bonds be higher in the first year or second year? Why?
c. How should Druid account for the proceeds from 
the issuance of the 8% nonconvertible bonds with 
detachable stock purchase warrants? Why?
Number 3 (Estimated tim e----- 15 to 25 minutes) Number 5 (Estimated tim e----- 15 to 25 minutes)
Steel Company, a wholesaler that has been in business 
for two years, purchases its inventories from various sup­
pliers. During the two years, each purchase has been at a 
lower price than the previous purchase.
Steel uses the lower of FIFO cost or market method 
to value inventories. The original cost of the inventories 
is above replacement cost and below the net realizable value. 
The net realizable value less the normal profit margin is 
below the replacement cost.
Required:
a. In general, what criteria should be used to deter­
mine which costs should be included in inventory?
b. In general, why is the lower of cost or market rule 
used to report inventory?
c. At what amount should Steel’s inventories be 
reported on the balance sheet? Explain the application of 
the lower of cost or market rule in this situation.
d. What would have been the effect on ending inven­
tories and net income for the second year had Steel used 
the lower of average cost or market inventory method in­
stead of the lower of FIFO cost or market inventory method? 
Why?
On January 1 ,  1988, Von Company entered into two 
noncancellable leases for new machines to be used in its 
manufacturing operations. The first lease does not contain 
a bargain purchase option; the lease term is equal to 80 per­
cent of the estimated economic life of the machine. The 
second lease contains a bargain purchase option; the lease 
term is equal to 50 percent of the estimated economic life 
of the machine.
Required:
a. What is the theoretical basis for requiring lessees 
to capitalize certain long-term leases? Do not discuss the 
specific criteria for classifying a lease as a capital lease.
b. How should a lessee account for a capital lease at 
its inception?
c. How should a lessee record each minimum lease 
payment for a capital lease?
d. How should Von classify each of the two leases? 
Why?
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ANSWERS TO EXAMINATION 
ACCOUNTING PRACTICE -  PART I
May 3, 1989; 1:30 P.M. to 6:00 P.M.
Answer 1 (10 points) Answer 2 (10 points) Answer 3 (10 points)
1. d 11. a 21. b
2. d 12. a 22. d
3. a 13. c 23. b
4. c 14. d 24. b
5. c 15. c 25. a
6. a 16. c 26. c
7. a 17. b 27. b
8. d 18. a 28. a
9. b 19. b 29. a
10. a or b 20. c 30. c
31. b 41. d 51. d
32. d 42. a 52. a
33. b 43. b 53. b
34. b 44. b 54. b
35. c 45. d 55. c
36. c 46. a 56. b
37. c 47. c 57. b
38. d 48. c 58. c
39. c 49. b 59. c
40. d 50. c 60. d
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9 ½ 10 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3½ 4 4 ½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9 ½ 10 10 10
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Answer 4 (10 points)
a. Pitt Corp.
INCOME STATEMENT
For the Year Ended December 31, 1988
Net sales 
Cost of sales
Gross profit
Selling and administrative expenses 
Operating income 
Other expenses 
Interest expense
Income before unusual or infrequent items and 
income tax
Unusual or infrequent items 
Loss on disposition of plant assets 
Gain on sale of long-term investments
Income before income tax and extraordinary item 
Income tax 
Current 
Deferred
Income before extraordinary item 
Extraordinary item — loss from earthquake (net of 
applicable income tax benefit of $142,500)
Net income
Earnings per share 
Income before extraordinary item 
Extraordinary loss
Net income
$6,250,000
3,750,000
2,500,000
1,212,500
1,287,500
122,500
1,165,000
$(225,000)
130,000 (95,000)
1,070,000
342,000 [1] 
27,000 [2] 369,000
701,000
332,500 [3] 
$ 368,500
$2.98 [4] 
(1.41)*
$1.57 [5]
*Optional
b. Pitt Corp.
RECONCILIATION OF NET INCOME TO 
TAXABLE INCOME PER TAX RETURN
For the Year Ended December 31, 1988
Net income $368,500
Add: Income tax on continuing operations 369,000
Officers’ life insurance expense 70,000
807,500
Deduct: Income tax benefit — extraordinary loss 142,500
Taxable income per tax return $665,000
58
Accounting Practice — Part 1
Explanation o f amounts
[1] Total income tax excluding extraordinary item for 1988
Income before income tax and extraordinary item 
Officers’ life insurance expense
Income subject to tax 
Income tax rate
Income tax excluding extraordinary item
[2] Deferred income tax for 1988
Excess of book basis over tax basis in depreciable assets 
(Expected to reverse equally over next 5 years)
Deferred income tax liability, 12/31/88 ($90,000 x  30%)
Less beginning balance, 1/1/88
Net change in deferred tax liability for 1988
[3] Extraordinary item — Loss from earthquake damage 
(net of income tax) for 1988
Loss from earthquake damage 
Income tax benefit (30% X $475,000)
Net of income tax effect
[4] Earnings per share on income before extraordinary item for 1988
Income before extraordinary item
Weighted average number of shares outstanding for 1988 
[200,000 + 20,000 + 15,000 (½ x 30,000)]
Earnings per share ($701,000 235,000)
[5] Earnings per share on net income for 1988
Net income
Weighted average number of shares 
Earnings per share ($368,500 ÷  235,000)
Answer 4 (continued)
$1,070,000
70,000
1,140,000 
x  30%
$ 342,000
$90,000
$27,000
- 0 -
$27,000
$475,000
142,500
$332,500
$701,000
235,000
$2.98
$368,500
235,000
$1.57
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a. Poe Corp.
SCHEDULE OF CURRENT MARKETABLE 
EQUITY SECURITIES
December 31, 1988
Answer 5 (10 points)
Number
o f
shares Cost
Market 
price 
per share
Market
value
Unrealized 
gain 
or (loss)
Axe — preferred 500 $ 20,000 $56 $ 28,000 $ 8,000
Axe — common 1,500 20,000 20 30,000 10,000
Purl — common 3,500 35,000 11 38,500 3,500
Day — common 1,700 42,500 22 37,400 (5,100)
Valuation allowance [1] 
Carried at cost
$117,500
-0-
$117,500
$133,900 $16,400
b. Poe Corp.
SCHEDULE OF NONCURRENT MARKETABLE 
EQUITY SECURITIES
December 31, 1988
Scott Corp. — 100,000 shares of common stock: 
Cost:
Acquisition price
Increase in equity during 1988:
Equity in Scott’s income 
Less:
Amortization of excess of cost 
over underlying equity 
Dividends received
Net increase in equity
$1,700,000
$360,000
$ 7,500 [2]
200,000 207,500
152,500
Carrying amount of Poe Corp.’s investment in Scott $1,852,500
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Answer 5 (continued)
c. Poe Corp.
SCHEDULE OF INVESTMENT INCOME
For the Year Ended December 3 1 , 1988
Dividends:
Axe Corp. — preferred (1,000 shares x $2.40 per share) 
Purl, Inc. — common (3,500 shares x  $1.00 per share)
Total dividend revenue
$ 2,400 
3,500
$ 5,900
Gains on marketable equity securities:
Unrealized gain on current marketable equity securities 7,000 [1]
Realized gain/(loss) on sale of securities:
Purl, Inc. — common ($13 -  $10 = $3 x 2,500 shares) $ 7,500 
Day Co. — common ($55,000/2,000 shares x 110%), 
or cost per share of $25 -  $21 selling price
per share = $4 loss per share x 500 shares sold (2,000)
Net realized gain on sale of securities 5,500
Net gains on current marketable equity securities 12,500
Equity in income of Scott Corp.:
Poe’s 30% interest in Scott’s net income of
$1,200,000
Amortization of excess of cost over underlying equity 
Equity in income of Scott Corp.
$370,900
360,000 
(7,500) [2]
352,500
Explanation o f Amounts:
[1] The valuation allowance of $7,000 at December 3 1 ,  1987 for current marketable equity securities should be eliminated 
by a debit to valuation allowance — current, and a credit to unrealized gain on current marketable equity securities. The 
$7,000 unrealized gain should be included in Poe’s income statement for the year ended December 31, 1988.
Poe’s acquisition price for its 30% interest $1,700,000
Poe’s interest in the underlying equity 1,400,000
Excess of cost over underlying equity $ 300,000
Amortization based on 40 years $ 7,500
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ANSWERS TO EXAMINATION 
ACCOUNTING PRACTICE -  PART II
May 4, 1989; 1:30 P.M. to 6:00 P.M.
Answer 1 (10 points) Answer 2
1. a 11. d 21. c
2. a 12. c 22. a
3. d 13. b 23. c
4. b 14. b 24. c
5. a 15. d 25. d
6. c 16. c 26. b
7. c 17. d 27. d
8. c 18. c 28. a
9. a 19. b 29. a
10. a 20. b 30. d
(10 points) Answer 3 (10 points)
31. d 41. b 51. b
32. c 42. a 52. b
33. c 43. a 53. c
34. b 44. a 54. a
35. c 45. c 55. c
36. b 46. c 56. d
37. d 47. a 57. d
38. b 48. d 58. a
39. b 49. b 59. a
40. a 50. b 60. d
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4 ½ 5 5½ 6 6½ 7 7½ 8 8 ½ 9 9 ½ 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3 ½ 4 4½ 5 5½ 6 6 ½ 7 7½ 8 8½ 9 9½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2 ½ 3 3½ 4 4½ 5 5 ½ 6 6 ½ 7 7½ 8 8 ½ 9 9½ 10 10
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Answer 4 (10 points)
Elm Corp.
FEDERAL TAXABLE INCOME
For the Year Ended December 31, 1988
Sales (net) $5,500,000 [1]
Cost of goods sold 3,900,000 [8]
Gross profit 1,600,000
Dividends 10,000
Other income
From partnership $63,000 [5]
Recapture of
bad debt reserve 30,000 [10] 93,000
Total income 1,703,000
Compensation of officers 125,000 [9]
Salaries and wages 446,000 [9]
Bad debts 9,000 [10]
Taxes 100,000 [11]
Interest 20,000 [12]
Contributions 89,500 [13]
Depreciation 90,000 [14]
Other deductions 18,000 [15]
Total deductions 897,500
Taxable income before
special deduction 805,500
Special deduction 7,000 [2]
Taxable income $ 798,500
Answer 4 (continued)
EXPLANATIONS AND COMPUTATIONS
[ 1 ]
[2]
[3]
[4]
[5]
[6]
[7]
[8]
[9]
[10]
[ 1 1 ]
[12]
[13]
Net sales — no adjustment.
Dividends — $10,000 x  70% dividends-received 
deduction =  $7,000.
Interest — not taxable.
Gain on sale of stock — offset by share of partner­
ship long-term capital loss. Excess capital loss not 
deductible.
Equity in earnings of Luz Partnership — $50,000 + 
$13,000 = $63,000.
Key-man life insurance proceeds — not taxable. 
Tax refund — not taxable.
Cost of goods sold — no adjustment.
Salaries and wages — separate $125,000 officers’ 
compensation.
Doubtful accounts — limited to $9,000 actual bad
debts. One-fourth of $120,000 “ reserve 
December 31, 1986 = $30,000 income. 
Taxes — no adjustment.
Interest — no adjustment.
Contributions:
Taxable income 
Dividends-received deduction 
Contributions deduction
Total
Allowable — 10%
at
$798,500
7,000
89,500
895,000 
$ 89,500
[14]
[15]
[16]
Depreciation — no adjustment.
Other — $30,000 less $12,000 life insurance 
premiums = $18,000.
Federal income tax — not deductible.
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a . Tapa Wholesale Company
PRICING FUNCTION BUDGET
For the Year Ending December 31, 1989
Variable costs:
Wages $66,000
Payroll taxes 6,600
Workers’ compensation insurance 3,300
Supplies 1,500
Total variable costs 77,400
Fixed costs 3,400
Total costs $80,800
Answer 5 (10 points)
COMPUTATIONS
Wages
Number of items priced in 1988 
(20,000x4) 80,000
Projected number of items priced 
in 1989 (24,000 x 5) 120,000
Average wage cost per item in 1988 
($40,000/80,000) $0.50
Projected wage cost in 1989 
(120,000 @ $0.50 + 10%) $66,000
Payroll taxes
$66,000x10%  $ 6,600
Workers’ compensation insurance
$66,000 x 5% $ 3,300
Supplies
1989 projected multiple of number of 1988 items 
(120,000/80,000) 1.5 times
$1,000x1.5 $ 1,500
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b . Tapa Wholesale Company
COMPUTATION OF STANDARD DELIVERY 
COST PER UNIT OF PRODUCT
For the Year Ending December 31, 1989
Number Variable
Unit o f Variable costs per
Answer 5 (continued)
Product Units
capacity 
per truck
deliveries
projected
costs per 
delivery
unit
delivered
Fixed
costs Total
Arcil 60,000 10 6,000 $12 $1.20 $0.25 $1.45
Balo 40,000 5 8,000 12 2.40 0.25 2.65
Cacha 20,000 4 5,000 12 3.00 0.25 3.25
Totals 120,000 19,000
Variable costs per delivery:
Total number of deliveries 19,000
Variable costs $228,000
Variable costs per delivery $12
Fixed costs per unit:
Total number of units 120,000
Fixed costs $30,000
Fixed costs per unit $0.25
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ANSWERS TO EXAMINATION 
AUDITING
May 4, 1989; 8:30 A.M. to 12:00 M.
Answer 1 (60 points)
1. a 11. a 21. b
2. c 12. b 22. a
3. a 13. b 23. c
4. c 14. c 24. a
5. d 15. a 25. b
6. d 16. c 26. a
7. c 17. d 27. c
8. d 18. b 28. a
9. b 19. c 29. a
10. c 20. d 30. c
31. a 41. d 51. d
32. b 42. d 52. d
33. d 43. d 53. b
34. d 44. b 54. d
35. b 45. a 55. b
36. b 46. c 56. d
37. a 47. a 57. d
38. b 48. a 58. a
39. c 49. c 59. a
40. c 50. a 60. d
The scores for the multiple choice questions were determined in accordance with the following scales:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60 60 60
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The auditor’s report contains the following deficiencies: 
Opening (introductory) paragraph
1. All the financial statements audited are not identified.
2. Management’s responsibility for the financial 
statements is omitted.
Scope paragraph
3. Reference to ‘‘generally accepted auditing standards’’ 
is omitted.
4. An auditor obtains reasonable assurance about 
whether the financial statements are “ free of material 
misstatement,’’ not ‘‘in conformity with generally accepted 
accounting principles.’’
5. The statement that an audit includes ‘‘evaluating the 
overall financial statement presentation” is omitted.
6. The statement that the auditors ‘‘believe that our audit 
provides a reasonable basis for our opinion”  is omitted.
Explanatory paragraph
7. The explanatory paragraph should follow the opinion 
paragraph.
8. The auditors should not give an opinion concerning 
the entity’s survival ‘‘beyond a reasonable period of time.’’
Opinion paragraph
9. A qualified (“ subject to’’) opinion is inappropriate.
10. The date of the financial statements audited is omitted.
11. There should be no reference to consistency unless 
the accounting principles have not been applied consistently.
Answer 2 (10 points)
JOHNSONS COAT OUTLET, INC.
Shipments
Internal Control Questionnaire
Question Yes No
1. Are shipping documents prepared from 
sales orders approved in accordance with 
management’s authorization?
2. Are shipping documents prenumbered?
3. Are shipping documents periodically 
accounted for?
4. Are shipping documents recorded in a 
register, log, or file?
5. Are copies of shipping documents for­
warded to the
Billing department?
Inventory control department?
6. Do shipping documents include cross 
reference to sales orders; customer identity 
and address; description and quantities of 
goods shipped; date; and other details?
7. Is the shipping function independent of
Sales orders?
Credit approval?
Billing and accounts receivable?
Cash receipts?
Warehouse?
Receiving?
Inventory Control?
8. Is access to merchandise restricted and 
controlled within the shipping department?
9. Are type and quantities of goods 
withdrawn and packed for shipping verified 
by independent counts?
10. Are receipts from carriers obtained and 
filed?
Answer 3 (10 points)
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Edwards should consider applying the following
additional substantive audit procedures:
• Test the accuracy of the aged accounts receivable 
schedule.
•  Send second requests for all unanswered positive con­
firmation requests.
•  Perform  alternative auditing procedures for 
unanswered second confirmation requests.
•  Reconcile and investigate exceptions reported on the 
confirmations.
• Project the results of the sample confirmation 
procedures to the population and evaluate the confir­
mation results.
•  Determine whether any accounts receivable are owed 
by employees or related parties.
•  Test the cut-off of sales, cash receipts, and sales returns 
and allowances.
•  Evaluate the reasonableness of the allowance for doubt­
ful accounts.
•  Perform analytical procedures for accounts receivable 
(e.g., accounts receivable to credit sales, allowance for 
doubtful accounts to accounts receivable, sales to 
returns and allowances, doubtful accounts expense to 
net credit sales.)
•  Identify differences, if any, between the book and tax 
basis for the allowance for doubtful accounts and 
related expense.
•  Review activity after the balance sheet date for unusual 
transactions.
•  Determine that the presentation and disclosure of 
accounts receivable is in conformity with generally 
accepted accounting principles consistently applied.
Answer 4 (10 points) Answer 5 (10 points)
a. To satisfy an auditor’s responsibilities to detect Smith’s 
errors and irregularities, Reed should
•  Assess the risk that Smith’s errors and irregularities 
may cause its financial statements to contain a material 
misstatement.
• Design the audit to provide reasonable assurance of 
detecting errors and irregularities that are material to 
the financial statements.
•  Exercise due care in planning, performing, and 
evaluating the results of audit procedures, and the 
proper degree of professional skepticism to achieve 
reasonable assurance that material errors or 
irregularities will be detected.
b. To satisfy an auditor’s responsibilities to report Smith’s 
errors and irregularities, Reed should
• Inform Smith’s audit committee, or others having 
equivalent authority and responsibility, about material 
irregularities of which Reed becomes aware.
•  Express a qualified or an adverse opinion on the finan­
cial statements if they are materially affected by an error 
or irregularity and are not revised.
•  Disclaim or qualify an opinion on the financial 
statements and communicate the findings to the audit 
committee or the board of directors if the scope of the 
audit has been restricted concerning a possible 
irregularity.
• Consider notification of outside parties concerning 
irregularities in certain circumstances.
c. Reed’s responsibilities to detect Smith’s illegal acts that 
have a material and direct effect on Smith’s financial 
statements are the same as that for errors and irregularities.
Reed’s responsibilities to detect Smith’s illegal acts that 
have a material and indirect effect on the financial 
statements are to be aware of the possibility that such illegal 
acts may have occurred. If specific information comes to 
Reed’s attention that provides evidence concerning the 
existence of such possible illegal acts, Reed should apply 
audit procedures specifically directed to ascertaining 
whether an illegal act has occurred.
d. In an audit to which GAO standards apply, Reed should 
additionally
• Determine that instances or apparent indications of 
illegal acts are reported to the funding agency or other 
specified agency.
• Express positive assurance on whether the items tested 
were in compliance with applicable laws and 
regulations.
•  Express negative assurance that, except as otherwise 
noted, nothing came to Reed’s attention that caused 
Reed to believe that the untested items were not in com­
pliance with applicable laws and regulations.
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Answer 1 (60 points)
1. b 11. b 21. c 31. a 41. b 51. a
2. b 12. b 22. d 32. a 42. a 52. c
3. d 13. c 23. d 33. d 43. a 53. d
4. a 14. b 24. a 34. d 44. c 54. c
5. d 15. d 25. a 35. b 45. c 55. d
6. b 16. a 26. b 36. c 46. a 56. b
7. c 17. a 27. d 37. d 47. c 57. c
8. c 18. d 28. c 38. c 48. b 58. b
9. c 19. a 29. c 39. d 49. a 59. b
10. a 20. c 30. c 40. d 50. b 60. a
The scores for the multiple choice questions were determined in accordance with the following scales:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60
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Answer 2 (10 points)
a. The requirements necessary for the commencement of 
an involuntary bankruptcy proceeding were met because 
the petition was filed by Lux, Squire, and Rusk, who were 
creditors of Tine with unsecured claims aggregating more 
than $5,000. To properly commence an involuntary 
bankruptcy proceeding in which the debtor has 12 or more 
creditors with unsecured claims, three or more creditors 
with unsecured claims aggregating at least $5,000 must sign 
the bankruptcy petition.
b. 1. The court may declare the January 3 1 , 1989, mort­
gage delivered to Safe by Tine to be void as a preference. 
A preference occurs if there is a transfer of the interest in 
property:
• To or for the benefit of a creditor;
• For or on account of an antecedent debt owed by the 
debtor before such transfer was made;
• Made while the debtor was insolvent;
• Made within 90 days before the date of the filing of the 
bankruptcy petition (when the creditor is not an 
insider);
• That enables the creditor to receive more than the 
creditor would receive in a liquidation proceeding.
Under the facts of this case, the mortgage delivered 
by Tine to Safe was for Safe’s benefit, on account of the 
$250,000 owed to Safe, given while Tine was unable to pay 
his current obligations (was insolvent), given on 
January 3 1 , 1989 (which was within 90 days before the fil­
ing of the bankruptcy petition on March 23, 1989), and 
enabled Safe to receive more than it would have received 
in a liquidation proceeding ($250,000 as a secured creditor 
vs. a lesser amount as an unsecured creditor in liquidation).
2. The court can except Tine’s debt to Rich Bank from 
Tine’s discharge in bankruptcy. In general, the bankruptcy 
court will except a debt from discharge if the debtor ob­
tains money by use of a statement in writing respecting the 
debtor’s financial condition that is materially false; the 
creditor to whom the debtor is liable for such money 
reasonably relied on the statement, and the debtor caused 
the statement to be made or published with intent to deceive.
Based on the facts of this case, Tine obtained a $50,000 
loan after furnishing Rich with personal financial 
statements, that he knew substantially overstated his net 
worth. Because it was difficult to detect the overstatement, 
Rich’s reliance on the financial statements was reasonable. 
Therefore, the requirements necessary to except Rich’s debt 
from Tine’s discharge have been met.
Answer 3 (10 points)
a. Ash, Bale, and Rangel will be personally liable to Vista 
for the deficiency resulting from the foreclosure sale 
because they became the principal debtors when they 
assumed the mortgage. Park will remain liable for the 
deficiency. Although Vista consented to the assumption of 
the mortgage by Ash, Bale, and Rangel, such assumption 
does not relieve Park from its obligation to Vista unless Park 
obtains a release from Vista or there is a novation.
b. The assertion that the sublet from Wein to Nord is void 
because Ash, Bale, and Rangel must consent to the sublet 
is incorrect. Unless the lease provides otherwise, a tenant 
may sublet the premises without the landlord’s consent. 
Since the lease was silent regarding Wein’s right to sublet, 
Wein may sublet to Nord without the consent of Ash, Bale, 
and Rangel.
The assertion that if the sublet was not void Ash, Bale, 
and Rangel have the right to hold either Wein or Nord liable 
for payment of rent is incorrect. In a sublease, the 
sublessee/subtenant (Nord) has no obligation to pay rent 
to the landlord (Ash, Bale, and Rangel).
The subtenant (Nord) is liable to the tenant (Wein), but 
the tenant (Wein) remains solely liable to the landlord (Ash, 
Bale, and Rangel) for the rent stipulated in the lease.
c. Ash’s inter vivos transfer of his % interest in the office 
building to his spouse on April 4 ,  1989 resulted in his spouse 
obtaining a ⅓ interest in the office building as a tenant in 
common. Ash’s wife did not become a joint tenant with Bale 
and Rangel because the transfer of a joint tenant’s interest 
to an outside party destroys the joint tenancy nature of the 
particular interest transferred. Bale and Rangel will remain 
as joint tenants with each other.
As of April 2 1 ,  1989, the office building was owned 
by Ash’s spouse who had a ⅓ interest as tenant in common 
and Bale who had a ⅔ interest as tenant in common.
Ash’s death on April 2 0 ,  1989 will have no effect on 
the ownership of the office building because Ash had 
already transferred all of his interest to his wife on April 4, 
1989.
Rangel’s death on April 2 0 , 1989 resulted in his interest 
being acquired by Bale because of the right of survivorship 
feature in a joint tenancy. Because there are no surviving 
joint tenants, Bale will become a tenant in common who 
owns ⅔ of the office building. Ash’s spouse will not acquire 
any additional interest due to Rangel’s death because she 
was a tenant in common with Rangel.
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The assertion that it was improper for the board of 
directors to authorize the reacquisition of Cray’s common 
stock while Cray was insolvent is correct. A board of direc­
tors may authorize and the corporation may reacquire its 
shares of stock subject to any restriction in the articles of 
incorporation, except that no reacquisition may be made 
if, after giving effect thereto, either the corporation would 
be unable to pay its debts as they become due in the usual 
course of business or the corporation’s total assets would 
be less than its total liabilities. Because Cray was insolvent 
before and after the reacquisition of Cray’s common stock, 
it was improper for the board of directors to authorize the 
reacquisition.
The assertion that the members of Cray’s board of 
directors are personally liable because Cray reacquired its 
own shares of Cray stock while Cray was insolvent is 
incorrect. In general, directors who vote or assent to a 
reacquisition by the corporation of its own shares while the 
corporation is insolvent will be jointly and severally liable 
to the corporation. However, the directors will not be liable 
if they acted in good faith, in a manner they reasonably 
believed to be in the best interests of the corporation, and 
with such care as an ordinarily prudent person in a like 
position would use under similar circumstances. In 
performing their duties, directors are entitled to rely on 
information, opinions, reports, or statements, including 
financial statements and other financial data prepared or 
presented by one or more officers or employees of the 
corporation whom the directors reasonably believe to be 
reliable and competent in the matters presented. The 
directors may rely on the same information prepared or 
presented by independent accountants that the directors 
reasonably believe to be within such person’s professional 
competence. Based on the facts of this case, the directors’ 
reliance on the reports and financial statements prepared 
by Cray’s internal accounting department under the super­
vision of the treasurer and reviewed by its independent 
accountants was proper so long as the directors exercised 
due care, acted in good faith, and acted without knowledge 
that would cause such reliance to be unwarranted. In 
addition, the courts are precluded from substituting their 
business judgment for that of the board of directors if the 
directors have acted with due care and in good faith.
The assertion that Cray will be liable to the treasurer 
as a result of his termination by the board of directors is 
correct. An officer may be removed by the board of direc­
tors with or without cause whenever in its judgment the best 
interests of the corporation will be served by the removal. 
However, such removal is without prejudice to the contract 
rights of the person so removed. Thus, the board of direc­
tors had the power to remove the treasurer. The treasurer 
will prevail in a breach of contract action for damages 
against Cray because the firing violated the employment 
agreement.
Answer 4 (10 points)
The assertion that as of March 3 ,  1989 the risk of loss 
on the disk drive remained with Xeon is correct. Under the 
UCC Sales Article, if the agreement between the parties 
is otherwise silent, risk of loss passes to the buyer on the 
buyer’s receipt of the goods if the seller is a merchant. 
Under the facts, Xeon is a merchant because it sells com­
puter systems. Therefore, the risk of loss remained with 
Xeon because the disk drive was never received by Pine.
The assertion that Meed acquired no rights in the CPU 
as a result of the March 1 8 , 1989 transaction is incorrect. 
Under the UCC Sales Article, any entrusting of possession 
of goods to a merchant who deals in goods of that kind gives 
the merchant power to transfer all rights of the entruster 
to the buyer in the ordinary course of business. Entrusting 
includes any delivery and any acquiescence in retention of 
possession regardless of any condition expressed between 
the parties to the delivery or acquiescence, and regardless 
of whether the possessor’s disposition of the goods have 
been such as to be larcenous under the criminal law. For 
the merchant to acquire the power to transfer ownership 
and title, the entruster must be the rightful owner. Under 
the facts of this case, Pine had title at the time the CPU was 
returned to Xeon for repairs and this constituted an en­
trusting that gave Xeon the power to transfer all of Pine’s 
rights in the CPU to Meed.
The assertion that Jensen’s security interest in the word 
processors never attached and therefore Jensen’s security 
interest is not enforceable against Pine with respect to the 
word processors is incorrect. A security interest in collateral 
will attach if: the collateral is in the possession of the secured 
party under an agreement, or the debtor has signed a security 
agreement that contains a description of the collateral; the 
secured party has given value; and the debtor has rights in 
the collateral. Based on the facts, Jensen’s security interest 
attached on April 12, 1989, when Jensen sold and Pine 
received the word processors and Jensen received a security 
agreement executed by Pine that described the word pro­
cessors. On attachment, Jensen’s security interest became 
enforceable against Pine.
The assertion that Jensen has a superior security interest 
to Pine’s bank is incorrect. Although Jensen has a purchase 
money security interest to the extent the security interest 
is taken by Jensen to secure the purchase price, Jensen’s 
security interest will not be perfected by attachment alone. 
Jensen must file a financing statement to perfect its security 
interest because the collateral involved is goods used for 
business purposes and not consumer goods. Therefore, 
Jensen has an unperfected security interest in the word 
processors and the bank obtained a superior security interest 
by perfecting.
Answer 5 (10 points)
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(Theory of Accounts)
May 5, 1989; 1:30 P.M. to 5:00 P.M.
Answer 1 (60 points)
1. a 11. c
2. b 12. d
3. c 13. a
4. d 14. a
5. b 15. b
6. c 16. b
7. b 17. b
8. b 18. d
9. a 19. c
10. c 20. a
21. b 31. c
22. a 32. b
23. b 33. c
24. a 34. c
25. c 35. a
26. c 36. a
27. a 37. d
28. c 38. c
29. c 39. a
30. b 40. c
41. b 51. c
42. b 52. a
43. b 53. a
44. a 54. c
45. c 55. b
46. a 56. c
47. b 57. b
48. c 58. d
49. b 59. d
50. a 60. d
The score for the multiple choice questions was determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60
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a. The differences between the selling prices and the costs 
of securities sold should be reported as realized gains and 
losses in the determination of net income.
b. The security in the current portfolio should be 
reclassified to the noncurrent portfolio at the lower of its 
cost or market value at the date of reclassification. Since 
its market value was less than cost, the market value 
becomes the new cost basis. The excess of cost over market 
value at the date of reclassification should be reported as 
a realized loss in the determination of net income.
c. Each portfolio should be reported in the balance sheet 
at its separately determined lower of aggregate cost or 
market value. Applying this rule, Vane would report each 
portfolio at market by using a valuation allowance (con­
tra) account for the excess of aggregate cost over aggregate 
market value.
For the current portfolio, the change in the valuation 
allowance (contra) account that occurred during the year 
should be reported as an unrealized gain or loss in the in­
come statement. For the noncurrent portfolio, an amount 
equal to the valuation allowance (contra) account balance 
should be reported separately in the equity section of the 
balance sheet.
Reporting the portfolio at market value reflects the 
realizable value of the portfolio at the end of the period and 
is consistent with conservatism. For the current portfolio, 
the estimated loss is reported (matched) in the income state­
ment in the period in which the change in realizable value 
occurred. Reporting the current portfolio at market indicates 
the expected cash flow from the sale of the securities. In­
clusion of the reduction in market value of the current port­
folio in net income assists in cash flow projections by 
acknowledging the expected impairment in future cash 
flows as a consequence of the investment. For the noncur­
rent portfolio, the decline in market value (loss) is less 
certain of realization in the near term, and may not be a 
reasonable estimate of the cash flow consequence of the 
investment. Therefore, changes in market value of the non- 
current portfolio are not considered useful for cash flow 
projections.
Answer 2 (10 points)
a. Inventory cost should include all reasonable and 
necessary costs of preparing inventory for sale. These costs 
include not only the purchase price of the inventories, but 
also other costs associated with readying inventories for 
sale.
b. The lower of cost or market rule produces a realistic 
estimate of future cash flows to be realized from the sale 
of inventories. This is consistent with the principle of 
conservatism, and recognizes (matches) the anticipated loss 
in the income statement in the period in which the price 
decline occurs.
c. Steel’s inventories should be reported on the balance 
sheet at market. According to the lower of cost or market 
rule, market is defined as replacement cost. Market can­
not exceed net realizable value and cannot be less than net 
realizable value less the normal profit margin. In this in­
stance, replacement cost is between net realizable value and 
net realizable value less the normal profit margin. 
Therefore, market is established as replacement cost. Since 
market is less than original cost, inventory should be 
reported at market.
d. Ending inventories and net income would have been 
the same under either lower of average cost or market or 
lower of FIFO cost or market. In periods of declining prices, 
the lower of cost or market rule results in a write-down of 
inventory cost to market under both methods, resulting in 
the same inventory cost. Therefore, net income using either 
inventory method is the same.
Answer 3 (10 points)
73
Examination Answers — May 1989
a. The issue price of the bond is determined by calculating 
the present value of all expected future cash outflows dis­
counted at the effective interest rate (yield) of 10%. The 
issue price is the sum of the present value of the bonds’ 
maturity amount (face value) plus the present value of the 
series of future interest payments.
b. 1. The 9% bonds were issued at a discount (less than 
face value). Although the bonds provide for the payment 
of interest at 9% of face value, 9% was less than the prevail­
ing or market rate. Thus, in order to provide a yield of 10% 
to investors, the bonds must have been issued at a discount.
2. The amount of interest expense would be higher 
in the second year than in the first year. According to the 
effective interest method of amortization, the 10% effec­
tive interest rate is applied to an increasing bond carrying 
amount, which results in a higher interest expense in each 
successive year.
c. The proceeds from the issuance of the 8% noncon­
vertible bonds with detachable stock purchase warrants 
should be allocated between the bonds and the warrants on 
the basis of their relative fair market values. The portion 
of the proceeds allocable to the bonds should be accounted 
for as long-term debt, while the portion allocable to the war­
rants should be accounted for as paid-in capital.
Answer 4 (10 points) Answer 5 (10 points)
a. The economic effects of a long-term capital lease on 
the lessee are similar to that of an equipment purchase using 
installment debt. Such a lease transfers substantially all of 
the benefits and risks incident to the ownership of property 
to the lessee, and obligates the lessee in a manner similar 
to that created when funds are borrowed. To enhance com­
parability between a firm that purchases an asset on a long­
term basis and a firm that leases an asset under substantially 
equivalent terms, the lease should be capitalized.
b. A lessee should account for a capital lease at its incep­
tion as an asset and an obligation at an amount equal to the 
present value at the beginning of the lease term of minimum 
lease payments during the lease term, excluding any por­
tion of the payments representing executory costs, together 
with any profit thereon. However, if the present value 
exceeds the fair value of the leased property at the incep­
tion of the lease, the amount recorded for the asset and 
obligation should be the fair value.
c. A lessee should allocate each minimum lease payment 
between a reduction of the obligation and interest expense 
so as to produce a constant periodic rate of interest on the 
remaining balance of the obligation.
d. Von should classify the first lease as a capital lease 
because the lease term is more than 75 percent of the 
estimated economic life of the machine. Von should classify 
the second lease as a capital lease because the lease con­
tains a bargain purchase option.
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INDEX — QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA 
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section 
has been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right-hand column are designated as follows: The question numbers are followed by the page 
number in this book. The letter M following question numbers indicates a multiple choice item. For example, the reference 17M-4 
means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14. Note that, 
in the Accounting Practice section, no distinction has been made between Parts I and II.
Accounting Practice — Content Specification Outline
I. Presentation of Financial Statements or Worksheets.
A. Balance S heet...........................................................
B. Income Statement....................................................
C. Statement of Cash F low s.......................................
D. Statement of Owners’ E quity ................................
E. Consolidated Financial Statements or Worksheets
 lM-2,2M-3,3M-3,4M-3
4-12
5M-3,6M-3,7M-3,9M-4,10M-4,16M-5,17M-5 
13M-4,14M-4,18M-5 
55M-10,56M-10,57M-11,58M-11
II. Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account­
ing Principles.
A. Cash, Marketable Securities, and Investments............. 5-14
B. Receivables and A ccruals.............................................. 8M-3,15M-4
C. Inventories .........................................................................21M-5,22M-6
D. Property, Plant, and Equipment Owned or Leased....... 23M-6,25M-6,26M-6,27M-6
E. Intangibles and Other A ssets.........................................28M-6,29M-7
HI. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With Generally Accepted Accounting 
Principles.
A. Payables and A ccruals.................................................... 24M-6,30M-7,31M-7,32M-7,33M-7,35M-8,36M-8,
38M-8
B. Deferred Revenues..........................................................34M-7,39M-8
C. Deferred Income Tax Liabilities................................... 37M-8,40M-8,41M-9,42M-9
D. Capitalized Lease Liability............................................. 44M-9
E. Bonds Payable.................................................................. 45M-9,46M-9,47M-9,49M-10
F. Contingent Liabilities and Commitments....................... 43M-9
IV. Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted 
Accounting Principles.
A. Preferred and Common S tock......................................... 1M-16
B. Additional Paid-in C apital................................................
C. Retained Earnings and Dividends....................................2M-16,3M-16
D. Treasury Stock and Other Contra Accounts................. 4M-16,6M-17
E. Stock Options, Warrants, and R ights.............................7M-17
F. Reorganization and Change in E n tity .............................8M-17
G. Partnerships ........................................................................ 5M-16,9M-17,10M-17
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Accounting Practice — Content Specification Outline (cont.)
V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to Generally Accepted Accounting 
Principles.
11M-4,50M-10,51M-10,53M- 10,54M- 10,59M-11,5-14 
12M-4,19M-5,20M-5,48M-9 
4-12
60M-11,4-12 
52M-10 
4-13
A. Revenues and G ains................................................
B. Expenses and L osses..............................................
C. Provision for Income T a x ......................................
D. Recurring Versus Nonrecurring Transactions and
Events .......................................................................
E. Accounting Changes................................................
F. Earnings Per S hare .................................................
VI. Other Financial Topics.
A. Disclosures in Notes to the Financial Statements.........16M-18
B. Accounting Policies.........................................................
C. Nonmonetary Transactions............................................... 11M-17
D. Interim Financial Statements............................................ 12M-17
E. Historical Cost, Constant Dollar Accounting, and
Current C o s t.......................................................................13M-17
F. Gain Contingencies...........................................................
G. Segments and Lines of Business.....................................20M-18
H. Employee Benefits............................................................. 18M-18,19M-18
I. Analysis of Financial Statements..................................... 14M-18,15M-18
J. Development Stage Enterprises......................................
K. Personal Financial Statements......................................... 17M-18
L. Combined Financial Statements......................................
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elem ents.................................................
B. Process and Job Order C osting......................................
C. Standard C osting........................................ ..................... 5-25
D. Joint and By-Product Costing, Spoilage,
Waste, and Scrap ..............................................................
E. Absorption and Variable C osting...................................
F. Budgeting and Flexible Budgeting.................................5-25
G. Breakeven and Cost-Volume-Profit Analysis
H. Capital Budgeting Techniques......................
I. Performance A nalysis....................................
J. Other ..................................................................
VIII. Not-for-Profit and Governmental Accounting.
A. Fund Accounting..............................................................21M-19,22M-19,23M-19,24M-19,25M-19,26M-19,
27M-20
B. Types of Funds and Account G roups...........................28M-20,35M-20,39M-21,40M-21
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations..........
D. Various Types of Not-for-Profit and
Governmental Organizations.......................................... 29M-20,30M-20,3 lM-20,32M-20,33M-20,34M-20,
36M-21,37M-21,38M-21
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Index
IX. Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income ....................................................................... .
B. Exclusions and Adjustments to Arrive at Adjusted
Gross Incom e............................................................
C. Gain or Loss on Property Transactions.................
D. Deductions from Adjusted Gross Incom e.............
E. Filing Status and Exemptions..................................
F. Tax Computations and C redits...............................
G. Statute of Limitations..............................................
H. Estate and Gift Taxation and Income Taxation of
Estates and T rusts ....................................................
X. Federal Taxation — Corporations, Partnerships, and 
Exempt Organizations.
A. Determination of Taxable Income or L o ss ....................4-24
B. Tax Computations and C redits.......................................
C. S Corporations..................................................................
D. Personal Holding Companies..........................................
E. Accumulated Earnings T a x .............................................
F. Distributions ......................................................................
G. Tax-Free Incorporation....................................................
H. Reorganizations ................................................................
I. Liquidations and Dissolutions.........................................
J. Formation of Partnership.................................................
K. Basis of Partner’s In terest................................................
L. Determination of Partner’s Taxable Income and
Partner’s Elections............................................................
M. Accounting Periods of Partnership and Partners..........
N. Partner Dealing With Own Partnership.........................
O. Treatment of Liabilities....................................................
P. Distribution of Partnership A ssets..................................
Q. Termination of Partnership..............................................
R. Types of Organizations....................................................
S. Requirements for Exemption..........................................
T. Unrelated Business Incom e.............................................
Accounting Practice — Content Specification Outline (cont.)
44M-22,45M-22,54M-23
46M-22
 41M-21,42M-21,52M-23 
 48M-22,49M-22,50M-22,51M-22 
43M-22
 47M-22,53M-23
 55M-23,56M-23
 57M-23,58M-23,59M-23,60M-23
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Auditing — Content Specification Outline
I. Professional Responsibilities.
A. General Standards and Code of Professional Conduct .2M-27,3M-27,26M-30
B. Control of the A ud it.........................................................4M-27,5M-27
C. Other Responsibilities...................................................... 5-36
II. Internal Control.
A. Definitions and Basic Concepts........................
B. Consideration of the Internal Control Structure
C. Cycles ...................................................................
D. Other Considerations..........................................
III. Evidence and Procedures.
A. Audit Evidence....................................................
B. Specific Audit Objectives and Procedures.......
C. Other Specific Audit T opics.............................
D. Review and Compilation Procedures.............
IV. Reporting.
A. Reporting Standards and Types of R eports.................. 46M-32,47M-32,48M-32,49M-33,50M-33,51M-33,
52M-33,54M-33,55M-33,56M-33,57M-33,58M-34, 
59M-34,2-35
B. Other Reporting Considerations......................................53M-33,60M-34
6M-27,7M-28
8M-28,9M-28,10M-28,11M-28,12M-28,13M-28 
14M-28,15M-28,16M-28,17M-28,18M-29,19M-29, 
3-36
20M-29,21M-29,22M-29,23M-29,24M-29,25M-29
lM-27,27M-30,28M-30,29M-30,30M-30,32M-30,
34M-30
31M-30,33M-30,35M-30,36M-31,37M-31,4-36 
38M-31,39M-31,40M-31,41M-31,42M-32,43M-32, 
44M-32 
45M-32
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Business Law — Content Specification Outline
I. The CPA and the Law.
A. Common Law Liability to Clients
and Third Persons............................................................ lM-38,2M-38,6M-38,7M-39,9M-39
B. Federal Statutory L iability.............................................. 3M-38,4M-38,8M-39,10M-39
C. Workpapers, Privileged Communication, and
Confidentiality.................................................................... 5M-38
II. Business Organizations.
A. A gency.............................   11M-39,12M-39,13M-39
B. Partnerships and Joint V entures..................................... 14M-39,15M-39,16M-40
C. Corporations ......................................................................4-47
D. Estates and T rusts ............................................................ 17M-40,18M-40,19M-40,20M-40
III. Contracts.
A. Offer and Acceptance.........................
B. Consideration ........................................
C. Capacity, Legality, and Public Policy
D. Statute of F rauds..................................
E. Statute of Limitations.........................
F. Fraud, Duress, and Undue Influence .
G. Mistake and Misrepresentation..........
H. Parol Evidence R u le ............................
I. Third Party R ights...............................
J. Assignments..........................................
K. Discharge, Breach, and Remedies__
21M-40,22M-40,23M-40,25M-41
24M-40
26M-41
27M-41,29M-41
28M-41
30M-41
31M-41
32M-41
33M-41
34M-42,35M-42
IV. Debtor-Creditor Relationships.
A. Suretyship ..........................................................................
B. Bankruptcy .........................................................................2-46
V. Government Regulation of Business.
A. Regulation of Employment.............................................. 36M-42,37M-42,38M-42
B. Federal Securities A c ts ....................................................39M-42,40M-42,41M-42,42M-43,43M-43,44M-43,
45M-43
VI. Uniform Commercial Code.
A. Commercial P ap e r............................................................ 46M-43,48M-44,49M-44,50M-44,51M-44,52M-44,
59M-45
B. Documents of Title and Investment Securities..............53M-44
C. Sales ....................................................................................5-47,54M-45,55M-45,56M-45,57M-45,58M-45
D. Secured Transactions....................................................... 5-47,47M-43,60M-45
VII. Property.
A. Real and Personal Property............................................ 3-46
B. Mortgages .......................................................................... 3-46
C. Fire and Casualty Insurance...........................................   
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Index
I. General Concepts, Principles, Terminology, Environment, 
and Other Professional Standards.
Accounting Theory — Content Specification Outline
A. Authority of Pronouncements.........................................
B. Conceptual Framework....................................................1M-49
C. Basic Concepts and Accounting Principles....................2-56,3-56,4-56,5-56
D. Nature and Purpose of Basic Financial Statements......2-56,3-56,4-56,5-56
E. Consolidated Financial Statements..................................
F. Historical Cost, Constant Dollar, Current Cost, and 
Other Accounting Concepts........................................
II. Measurement, Valuation, Realization, and Presentation 
of Assets in Conformity With GAAP.
A. Cash, Marketable Securities, and Investments............ 2-56
B. Receivables and A ccruals............................................... 2M-49,3M-49
C. Inventories .........................................................................3-56
D. Property, Plant, and Equipment Owned or Leased......5-56,4M-49,5M-49
E. Intangibles and Other A ssets..........................................6M-49
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With GAAP.
A. Payables and A ccruals.....................................................
B. Deferred Revenues...........................................................
C. Deferred Income Tax Liabilities....................................
D. Capitalized Lease L iability...............................................5-56
E. Bonds Payable....................................................................4-56
F. Contingent Liabilities and Commitments.......................7M-49
IV. Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A. Preferred and Common S tock ......................................... 8M-49
B. Additional Paid-in C apital................................................
C. Retained Earnings and Dividends................................... 9M-50
D. Treasury Stock and Other Contra A ccounts..................10M-50
E. Stock Options, Warrants, and R ights.............................11M-50
F. Reorganization and Change in E n tity ............................
G. Partnerships ........................................................................ 12M-50
V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to GAAP.
A. Revenues and G ains......................................................... 2-56,13M-50,14M-50,15M-50,16M-50
B. Expenses and L osses........................................................2-56,3-56,4-56,5-56,17M-50,18M-51,19M-51,
20M-51,21M-51
C. Provision for Income T a x ........... ................................... 22M-51
D. Recurring Versus Nonrecurring Transactions and
Events ................................................................................. 23M-51
E. Accounting Changes......................................................... 24M-51
F. Earnings Per S hare .......................................................... 25M-51
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Accounting Theory — Content Specification Outline (cont.)
VI. Other Financial Topics.
A. Statement of Cash F low s.................................................26M-51,27M-52
B. Accounting Policies......................................................... 28M-52
C. Accounting Changes......................................................... 29M-52
D. Nonmonetary Transactions..............................................
E. Business Combinations.....................................................3 0M-5 2 ,3 1M-52
F. Interim Financial Statements........................................... 32M-52
G. Gain Contingencies.............. ............................................33M-52
H. Segments and Lines of Business.................................... 34M-52
I. Employee Benefits............................................................35M-52,36M-53
J. Analysis of Financial Statements.................................... 37M-53
K. Development Stage Enterprises......................................38M-53
L. Personal Financial Statements........................................ 39M-53
M. Combined Financial Statements......................................40M-53
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elem ents.................................................41M-53
B. Process and Job Order C osting......................................42M-53
C. Standard C osting...............................................................43M-53
D. Joint and By-Product Costing, Spoilage, Waste, and
Scrap .................................................................................. 44M-53
E. Absorption and Variable C osting...................................45M-53
F. Budgeting and Flexible Budgeting................................. 46M-54
G. Breakeven and Cost-Volume-Profit A nalysis............... 47M-54
H. Capital Budgeting Techniques............................  ..........48M-54
I. Performance A nalysis...................................................... 49M-54
J. Other ...................................................................................50M-54
VIII. Not-for-Profit and Governmental Accounting.
A. Conceptual Fram ework...................................................51M-54
B. Fund Accounting.............................................................. 52M-54,53M-54
C. Types of Funds and Account G roups...........  .............. 54M-54,55M-54,56M-54,57M-54
D. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations...........58M-55
E. Various Types of Not-for-Profit and
Governmental Organizations...........................................59M-55,60M-55
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answers.
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This area and content approach 
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tively by making it easier for you to 
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subject areas where you feel greater 
effort is required.
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November 1988 CPA examination is 
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with unofficial answers and content 
index. This will give you an 
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with recent examinations as they were 
actually given . . . and see how well 
you fare.
$40.00 PER COPY DISCOUNT PRICE TO STUDENTS $28.00
ORDER FORM
Selected Questions & Unofficial Answers Indexed to 
Content Specification Outlines May 1984 — May 1988
Please send me a copy of the above title (079239)
□  Regular price $40.00
□  Educational discount price $28.00*
Name
School (if part of mailing address)
Address
City State Zip code
*School____________________________________________
*Instructor
□  Payment enclosed □  MasterCard □  VISA
Please add 8 ¼ %  sales tax in New York City. Elsewhere in New 
York State add 4% state tax plus local tax if applicable. In Washington, 
DC add 6% tax and in Vermont add 4 %  state tax.
Make checks payable to:
AICPA
Order Department — American Institute of CPAs 
P.O. Box 1003, New York, NY 10108-1003
Account No. Exp. date
Signature____________________
Cardholder’s address if different
088952
